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FRAUD IN THE MICRO-CAPITAL MARKETS, 
INCLUDING PENNY STOCK FRAUD 


MONDAY, SEPTEMBER 22, 1997 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Governmental Affairs, 

Washington, DC. 

The Committee met, pursuant to notice, at 1:35 p.m., in room 
SD-342, Dirksen Senate Office Building, Hon. Susan M. Collins, 
Chairman of the Subcommittee, presiding. 

Present: Senators Collins and Cleland. 

Staff Present: Timothy J . Shea, Chief Counsel/Staff Director; 
Mary D. Robertson, Chief Clerk; Ian Simmons, Counsel; Dennis 
McCarthy, Investigator; Kirk Walder, Investigator; Lindsey 
Ledwin, Staff Assistant; J effrey S. Robbins, Minority Chief Coun- 
sel; Bob Roach, Counsel to the Minority; Rachel Sullivan (Senator 
Glenn); J onathan Frenkel (Senator Glenn); Barbara Olson (Senator 
Nickles); Steve Diamond (Senator Collins), Bill Greenwalt (Senator 
Thompson), Ann Rehfuss (Senator Cochran); Michael Loesch (Sen- 
ator Cochran); Kevin Franks (Senator Cleland); Wayne Howell 
(Senator Cleland); and Barbara Perkins (Senator Levin). 

OPENING STATEMENT OF SENATOR COLLINS ^ 

Senator Collins. The Subcommittee will please come to order. 
We expect Senator Cleland to be with us very shortly, but in the 
interest of time, I am going to begin. 

Today, the Subcommittee will launch an investigation of securi- 
ties fraud into what is known as the micro-capital markets. For 
those unfamiliar with the arcane terminology of Wall Street, the 
micro-cap segment of the market includes small companies with 
relatively low market values. It includes but is not limited to penny 
stocks. 

These hearings are both the continuation of a tradition and a 
look to the future. They are a continuation a tradition because of 
our Subcommittee's long history of investigating security scams 
aimed at small investors. They are a look to the future because we 
will be examining new and growing abuses in our capital markets. 

These hearings are also timely. Last fall. Federal prosecutors 
charged 46 individuals with stock fraud in New York. In May of 
this year, a 20-State task force acted to shut down some of the 
worst of the firms engaged in stock manipulation. And less than 3 
weeks ago, on September 4, the Wall Street J ournal published a 


J-The prepared statement of Senator Collins appears in the Appendix on page 55. 
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lengthy story entitled, "Despite Reforms, Penny Stock Fraud is 
Roaring Back."i That story noted the very disturbing fact that in- 
vestors may lose as much as $6 billion annually due to penny stock 
fraud, more than triple the 1980's peak. 

We conduct these hearings against the backdrop of a booming 
stock market and a new generation of unseasoned investors. Hid- 
den beneath the rising tide of the market, micro-cap fraud rep- 
resents a pernicious undercurrent that potentially affects thou- 
sands of American families. Many of these families are, for the first 
time, investing their hard-earned money to save for skyrocketing 
tuition costs, unforseen medical expenses, and lengthier retire- 
ments. While we have the safest and the most successful capital 
markets in the world, the irony is that public confidence in our 
markets actually creates opportunities for con artists to exploit the 
unwary. 

Micro-cap fraud not only harms the small investor, it also has 
the potential to harm small companies. As this type of fraud in- 
creases, the willingness to invest in emerging enterprises decreases 
and legitimate companies are denied the capital which is the life 
blood of our free market system. 

How exactly do these scams work? Unscrupulous brokerage 
firms, often operating through intermediaries, purchase large 
amounts of stock in a small company. The stock is virtually worth- 
less or of very limited value, but the brokers act to drive its price 
higher by aggressively cold-calling thousands of unsuspecting indi- 
viduals, many of whom have little or no prior investment experi- 
ence. 

In repeated cold calls, the scam artists hammer away at the in- 
vestor on the telephone, promising glowing returns and empha- 
sizing the need for immediate action. The inevitable result of these 
aggressive sales tactics is to push the stock price higher, at which 
point the brokerage firms' insiders dump their shares, leaving the 
public with worthless securities and the brokers with millions in 
ill-gotten gains. 

Scratch the surface of a stock manipulation scheme and you will 
inevitably find false or exaggerated information. If you doubt the 
potentially tremendous impact of false information, consider the $6 
billion Bre-X scam. In that instance, phony reports about the gold 
content of the company's mines drove the price of the stock from 
a few pennies to $240 per share, until the fraud was exposed and 
the stock fell back down to earth. As you can imagine, the so-called 
unsophisticated investors who rode the stock down hit the ground 
with a thud. 

Coercive cold-calling and spreading false information are not the 
only tactics used by boiler rooms engaged in stock manipulation. 
Other practices which I expect we will hear testimony on today in- 
clude making unauthorized purchases in consumers' accounts, re- 
fusing to execute sell orders in order to maintain a stock's upward 
momentum, using unlicensed persons who are paid under the table 
for making sales, and bribing brokers to recommend the stock 
being manipulated to their unsuspecting consumers. 


^Exhibit 5 appears in the Appendix on page 345. 
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One particularly troubling problem that we will hear about today 
is the difficulty that regulators have in driving unethical brokers 
out of the industry. When a boiler room operation is closed down, 
often after lengthy proceedings, it is unfortunately common for the 
employees to show up in a host of new firms. Not unlike a grade- 
B science fiction movie, killing one of these monsters only seems 
to create a new army of them. Our regulatory system must ensure 
that when a broker participates in this type of fraud, he or she is 
not allowed to remain in the industry and once again pick the 
pockets of unwitting investors. 

There are a number of other regulatory questions that we must 
consider. For example, should the large Wall Street clearing houses 
that process transactions for penny stock brokerage firms have 
more of a role and responsibility in stopping fraud and manipula- 
tion in the micro-cap markets? How effective has the 1990 penny 
stock l^islation been in limiting abusive practices? More specifi- 
cally, since that legislation applies only to stocks selling for $5 or 
less, has the fraudulent activity simply moved to somewhat higher 
price stocks, also traded in the micro-cap market? What more 
should be done to police the bulletin board markets? 

While we are confronted with many complex issues, we are in- 
deed fortunate to have an outstanding set of witnesses who are 
well-qualified to address those issues. We will first hear today from 
the Hon. Arthur Levitt, J r., the distinguished Chairman of the 
United States Securities and Exchange Commission. 

We will then hear from three individual investors who were vic- 
timized by fraudulent practices and who have kindly agreed to 
share their experiences with us. 

Finally, we will hear from two other regulators, Mr. Barry Gold- 
smith, the Executive Vice President for Enforcement of NASD Reg- 
ulation, the regulatory arm of the Nasdaq market, and Mr. J oseph 
Borg, the Director of the Alabama Securities Commission, who will 
present the very important perspective of the States. 

As we proceed with today's hearings, as well as with future ses- 
sions on securities fraud, we should remember that this Sub- 
committee has a dual role. Mindful of J ustice Brandeis's observa- 
tion that sunlight is the best disinfectant, we have a responsibility 
to expose abusive practices so that the American people can be on 
guard against them. 

We also have the obligation to determine whether our current 
regulatory scheme affords adequate protection to an ever-growing 
investing public. As I noted earlier, this Subcommittee has a proud 
tradition of looking out for the interests of small investors and I 
am determined, as the new Chair of this Subcommittee, to continue 
that tradition. 

In carrying out our responsibilities, we are indeed very fortunate 
to have the participation of my colleague from Georgia, Senator 
Cleland. As Secretary of State, Senator Cleland oversaw securities 
regulation in Georgia, a State that has been in the forefront of the 
battle against penny stock fraud. His experience and his leadership 
and commitment in this area will be an invaluable asset to the 
Subcommittee. 

I would now like to turn to the Senator for any comments that 
he might have. 
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OPENING STATEMENT OF SENATOR CLELANDi 

Senator Cleland. Thank you very much, Madam Chairman. Mr. 
Levitt, it is nice to see you. 

Ladies and gentlemen, one of the wonderful pleasures of serving 
in the Senate is to serve with great talented people like Senator 
Collins, who has a flair for quotes. I often find myself quoting her. 
We are cosponsors of the McCain-Feingold bill, which has found a 
new life based on the full Governmental Affairs Committee. She 
had a great quote on the floor of the Senate the other day about 
the $50 billion tax handout to the tobacco companies, a quote from 
Harriet Beecher Stowe, that "likeTopsy, she was not born, she just 
was." I thought that was pretty good. I love your Brandeis quote 
now about sunlight is the best disinfectant. I think that is probably 
a great prelude to these hearings. 

Senator Glenn would like to be here. He has a strong interest in 
the matters we will be discussing, but he asked me to be the rank- 
ing member here on our side.^ 

Madam Chairman and Members of the Subcommittee, it is a 
pleasure for me to be here today seeking information and, hope- 
fully, some solutions to a major problem that has faced our country 
for years. I did serve as Georgia's Secretary of State and Commis- 
sioner of Securities for many years. I was responsible for admin- 
istering Georgia's security laws and providing investor protection 
for our residents. 

The securities markets are an integral part of our Nation's econ- 
omy and we have experienced tremendous growth, as has been ob- 
served, in these markets. In fact, this year alone, the markets have 
reached an all-time record. Unfortunately, these successes have led 
to a tremendous increase in fraud and abuse. 

In 1990, for example, only about 18 percent of all Americans 
were investing in equities. Today, I understand that some 31 per- 
cent of all Americans are now investing in equities and that one 
in three households now own securities, j ust as recently as 1992, 
the daily share volume for the New York Stock Exchange and 
Nasdaq was only about 200 million shares a day. Today, the New 
York Stock Exchange and the Nasdaq market consistently trade in 
excess of 500 million shares. At the end of 1996, the market cap- 
italization of Nasdaq was over $1.5 trillion, more than a three-fold 
increase from $508 billion at the end of 1991. 

The securities markets would not exist without public confidence 
in the integrity of the professionals who work in and manage these 
markets. I salute these professionals and commend them for their 
efforts in promoting and encouraging a strong securities market 
that provides the capital to make our country grow and provide 
economic security for our citizens. 

While there are justifiable criticisms of the markets, the purpose 
of these hearings is to deal with a few bad apples, not to force regu- 
latory changes that would be burdensome and a hindrance to legiti- 
mate capital formation. 


iJhe prepared statement of Senator Cleland with attachments appears In the Appendix on 
page 58. 

^The prepared statement of Senator Glenn appears In the Appendix on page 107. 
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The success of our markets is shown by the billions of dollars 
that change hands each day, either from a telephone call, a head 
nod, or a handshake, which clearly reflect the trust and confidence 
we have placed in their integrity. Should this integrity be replaced 
with mistrust, our confidence would erode in the markets, as well 
as the American economy would ultimately suffer. 

We now have, beyond any doubt, the best securities markets in 
the world and it is very important we strive to keep these markets 
strong and the playing field level in order to give all of our inves- 
tors an opportunity to be successful in the market. The confidence 
in our securities markets results, in part, because of the excellent 
cooperation that has existed between State and Federal Govern- 
ment regulators and self-regulatory organizations. This regulatory 
partnership has proven to be one of the most efficient and effective 
regulatory collaborations in the country. 

Substantive securities regulation in this country began at the 
State level, as a matter of fact. It was in 1911, the State of Kansas 
enacted the Nation's first blue sky law. Other States quickly adopt- 
ed their own version of such legislation. In 1929, as a result of the 
stock market crash. Congress began a series of legislative efforts 
that encompass the body of law known today as the Federal securi- 
ties laws. 

In the 1970's, a major cooperative effort was initiated between 
the States, the SEC, and the NASD and the stock exchanges. The 
results of this effort include a uniform competency exam that allow 
an individual to take one examination accepted in all the States, 
uniform registration forms that allow a firm or an individual to use 
the same forms for the States, the SEC, and the self-regulatory or- 
ganizations, and a Central Registration Depository, CRD, that al- 
lows for an automated one-stop registration filing system. 

Georgia was one of the initial supporters of the CRD. This reg- 
istration and licensing process provides an efficient and uniform 
process that compliments the fundamental purpose of State and 
Federal securities laws to provide investor protection and foster the 
confidence that will encourage the investments necessary for cap- 
ital formation, economic growth, and job creation. 

For a regulatory program to be successful, you must have vig- 
orous enforcement. When the securities laws were framed in the 
1930's and 1940's, Congress wisely realized that there would never 
be enough "cops on the beat" in the form of government- pa id secu- 
rities regulators but that it would be necessary for the private bar 
to enforce the law on behalf of defrauded citizens. It is these attor- 
neys who, in the words of SEC Chairman Levitt, "serve a crucial 
role as a deterrent and are a vital supplement to the Committee's 
enforcement resources." 

In testimony before Congress and in court documents, the SEC 
has repeatedly emphasized the critical role of the private lawsuit. 
Flowever, despite the best efforts of the SEC, the 50 State securi- 
ties agencies, and the SROs, there continues to be an unacceptably 
high level of fraud and abuse in today's capital markets. Recently, 
top securities watchdogs in the Unit^ States have warned inves- 
tors that the explosion in the stock market has brought a sharp 
rise in securities sales fraud and stock price manipulation. 
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At a town meeting in Los Angeles, Mr. Levitt cautioned that in- 
vestors are "more vulnerable than ever to fraud." This concern has 
been echoed by others who point to a disturbing rise in the level 
of securities fraud and allege that organized crime is seeking a 
foothold in certain sectors of the marketplace. 

What is unusual about the increasing evidence of wrongdoing in 
the stock market is that shady practices tend to go unnoticed in the 
days of a strong bull market. Usually, the misconduct is uncovered 
only after a sharp sustained market drop similar to that of 1987. 
This has the regulatory community wary about what it would face 
should the stock market collapse. 

In the past 5 years, the number of stockbrokers doing business 
in the United States has grown by 50 percent, to some 650,000. 
However, during the same time period, the regulatory staffs of the 
Securities and Exchange Commission and the National Association 
of Securities Dealers grew just 18 percent. 

Let us all understand who suffers in cases of security fraud. It 
is retirees living on fixed incomes, young families struggling to 
make ends meet and save for their children's education, teachers, 
factory workers, and bankers. Each day, devastating cases are 
brought to the attention of securities regulators, law enforcement 
officers, and the private bar. Indeed, I am convinced that financial 
fraud is a serious and growing problem. 

Today's hearing will focus on micro-cap fraud, as Senator Collins 
has mentioned. This is a new and modern term we are famous for 
here in Washington for what we have known for years as penny 
stock fraud. I n Georgia talk, we call it cheating and stealing. 

In the late 1980's, as Secretary of State, I directed a series of 
public hearings to focus on the penny stock fraud taking place in 
Georgia. We heard substantial evidence about serious securities 
violations involving misrepresentations, omissions to State material 
. . . enough about illegalities. What they were doing was lying, 
cheating, and stealing and swilling our citizens out of their hard- 
earned money. 

I n the Governmental Affairs Committee, we have been looking at 
the campaign finance fraud and the terms hard money and soft 
money are used. Here, we are talking about hard money, the hard- 
earned money of our citizens and investors. Of course, this hard- 
earned money comes from them to provide capital for economic 
growth, not only that, but unfortunately, a lot of that money goes 
off to those who would line their own pockets for ill-gotten gain. 

This led me, when I was Secretary of State, to recommend a se- 
ries of changes to strengthen Georgia's securities laws. These rec- 
ommendations were unanimously enacted as amendments to the 
Georgia Securities Act and gave my staff more tools to effectively 
deal with penny stock fraud. 

In 1990, the SEC recommended and Congress enacted penny 
stock reform. The resulting reforms, both State and Federal, were 
effective for a few years. However, these crooks are clever. They ac- 
cumulate their wealth by stealing, not with a gun but with a tele- 
phone and a fast line and often through threats and intimidations. 
It did not take long for them to figure out how to avoid the reform 
requirements. 
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Now we see the micro-cap fraud being perpetrated by rogue bro- 
kers making cold calls all over the country, promising people that 
they can get rich quick in today's growing market. They use the 
success of the legitimate market to demonstrate the misrepre- 
sented potential for trade in their presentations. They say what- 
ever it takes to close the sale. They take advantage of honest, hard- 
working people trying to live the American dream who make hon- 
est money i n the market. 

I recognize the right of investors to seek legal remedies against 
those persons selling fraudulent securities. I have supported an in- 
vestor's right to seek redress through mediation, arbitration, and 
civil litigation. While I worked to streamline the regulatory process 
in Georgia, I opposed amendments to Federal regulations that 
would have impaired the ability of a State to protect its investors. 
However, in 1995, as Secretary of State and Commissioner of Secu- 
rities in Georgia, I opposed S. 240, the Private Securities Litigation 
Reform Act. 

It appears that we are now seeing a move to preempt existing 
State securities laws by extending the Private Securities Litigation 
Reform Act of 1995 to the States. It is not yet clear whether this 
Act will provide sufficient protection to defrauded investors. The 
main concern here is if the courts ultimately interpret it in a way 
that makes recoveries under the Federal law impossible. State rem- 
edies will be the only means for defrauded investors to redress 
their injuries. 

In the 19 months since its passage, the new Act has barely been 
tested, with no trials, no appellate decisions on substantive provi- 
sions, no summary judgments, and few decisions on any of its pro- 
visions. It will take more time to adequately assess this law's im- 
pact as the courts struggle to interpret its provisions. 

The Congress did an excellent job of balancing competing inter- 
ests in the adoption of the National Securities Market Reform Act 
of 1996. I have always favored improvements in the regulatory sys- 
tem that do not curtail enforcement efforts to protect investors. The 
current efforts by some industry segments to preempt a State's role 
in the registration and licensing of broker-dealers and sales rep- 
resentatives would seriously impede the authority of the States to 
protect their residents from unscrupulous firms and brokers. 

I am confident that the SEC will find in its report that the States 
are an integral part of the regulatory process and that it would be 
a mistake to hamper our State regulators by removing their juris- 
dictional authority over broker-dealers. I have several suggestions 
as to where to go from here. 

Investor education— I am interested in new and innovative ways 
to educate the public about the securities markets and the risks as- 
sociated with investment opportunities. A program of this type 
must be fully supported by the regulators and the industry. 

The CRD system— modernization of the Central Registration De- 
pository should be one of the highest priorities of the regulators. 
Quality information made promptly available to regulators is often 
the key to a successful investigation and prosecution of violations. 
The CRD must be able to deliver both data and analytical reports 
in order for it to be successful as a regulatory tool. I encourage reg- 
ulators to continue support for a viable customer complaint data- 
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base that will provide information that could be useful in multi- 
State investigations. 

Another point is the administrative process. The administrative 
process provides regulators with the most effective tools to inves- 
tigate misconduct and to discipline those firms and individuals who 
commit violations. However, regulators must not misuse or abuse 
the administrative process and the process must not be viewed as 
the ultimate weapon to deter fraud in the securities business. 

Civil actions— the filing of civil actions against firms and individ- 
uals who commit violations appears to have been the remedy of 
choice for the SEC. I think it is time to study the effectiveness of 
the civil process in dealing with serious fraudulent conduct by such 
firms and individuals. 

Criminal prosecution— the filing of criminal complaints and the 
seeking of indictments against rogue brokers and con artists will 
be the most effective tool to deter this type of criminal activity. I 
strongly encourage regulators to work with local, State, and Fed- 
eral prosecutors in developing coordinated investigations and pros- 
ecutions. Also, State and Federal task forces could also provide a 
opportunity in demonstrating to criminals that justice will prevail. 

The taping of sales presentations— I commend NASD for its re- 
cent recommendation to require certain firms to tape sales presen- 
tations by certain brokers. The taping of these potential problem 
brokers is a positive step toward better investor protection. 

Cold call practices— this is not campaign finance here, this is 
stock brokering here. I also commend the regulators for their ef- 
forts to place some limitations and restrictions on cold calls. I en- 
courage further monitoring and study regarding the control of cold 
calls. 

Clearing firms— I question how many investors have been im- 
properly influenced to purchase high-risk and speculative securities 
by using the name of a prominent firm that is merely acting as a 
clearing agent. 

Disclosure— disclosure has always been, as Senator Collins, 
Madam Chairman, quoted J ustice Brandeis, disclosure has always 
been the foundation for investors in making investment decisions. 
Regulators have done a good job requiring proper disclosure of ma- 
terial facts in registered offerings. In fact, some might say that the 
quantity of disclosure today may be a deterrent to real meaningful 
disclosure. Disclosure in the secondary markets, even by market 
makers, has not been effective. I realize that the use of the tele- 
phone and market volatility require prompt decisions. However, we 
must be sure to find a way for regulators to require that investors 
in the public markets be provided with sufficient information prior 
to making their investment decision. 

The Internet— it is imperative that our regulators have access to 
modern technology and provide programs to monitor investment ac- 
tivities on the Internet. Cyberspace fraud will be the wave of the 
future. 

The future of State r^ulation of securities— I support strong en- 
forcement of our securities laws and I am confident the States 
must play a major role in these enforcement efforts. I want to en- 
courage the States to be more flexible in licensing and registration 
procedures. I believe in using registration as an enforcement tool. 
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but I do not think that States should place unreasonable burdens 
on firms and individuals attempting in good faith to become reg- 
istered in their jurisdictions. I have been informed of many such 
unreasonable and inappropriate tactics. In Georgia, I always in- 
sisted that my staff be fair and reasonable in registration and li- 
censing matters and tough on fraud enforcement matters. In other 
words, reasonable regulation and tough enforcement. 

Madam Chairman, thank you for enduring my remarks. This is 
the home of the filibuster. I am looking forward to hearing from 
Mr. Levitt and others on the ways we can improve our protection 
of our investors. Thank you very much. 

Senator Collins. Thank you very much. Senator. 

[The prepared statement of Senator Cleland follows:] 

Senator Collins. Our first witness this afternoon will be the 
Hon. Arthur Levitt, the distinguished Chairman of the Securities 
and Exchange Commission. Prior to becoming Chairman of the 
SEC in J uly of 1993, M r. Levitt served as the Chairman of the New 
York City Economic Development Corporation from 1989 to 1993 
and the Chairman of the American Stock Exchange from 1978 to 
1989. Prior to that. Chairman Levitt worked on Wall Street for 18 
years. I would also note that Chairman Levitt was once the owner 
of a publication very well known here on Capitol Hill, the news- 
paper Roll Call: so he is truly a man of diverse talents. 

We are truly fortunate that the Chairman could join us this 
afternoon and I look forward to his testimony. Because of time con- 
straints, I am going to ask Mr. Levitt to limit his oral testimony 
to no more than 15 minutes. We will have lights to give you a sign 
of when you are getting low on time. In any case, your prepared 
testimony will be made part of the record. 

Pursuant to Rule 6 of the Subcommittee, all witnesses who tes- 
tify are required to be sworn, so at this time, I am going to ask 
Mr. Levitt to please stand and raise your right hand. 

Do you swear that the testimony that you will give before the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Levitt. I do. 

Senator Collins. Thank you. Mr. Levitt, you may proceed. 

TESTIMONY OF ARTHUR LEVITT, J R.,i CHAIRMAN, U.S. 

SECURITIES AND EXCHANGE COMMISSION 

Mr. Levitt. Chairman Collins, Senator Cleland, thank you for 
this opportunity to appear on behalf of the Securities and Exchange 
Commission before the Permanent Subcommittee on Investigations. 
The foremost mission of the SEC is to protect investors, and so we 
are especially grateful for the spotlight you have brought to bear 
on this important issue. 

It is an unfortunate irony of history that the best markets bring 
out the worst elements. The higher the market, the greater inves- 
tor optimism, the more opportunities for outright and outrageous 
fraud. The Chicago Tribune wrote that an aging bull market al- 
ways brings the sleazier elements out of Wall Street's woodwork, 
and that was a year ago. As the market continues to soar to new 


J-The prepared statement of Mr. Levitt appears in the Appendix on page 112. 
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levels, each day brings us new challenges in fighting fraud, espe- 
cially in the micro-cap and penny stock market. 

These hearings are focusing on a matter of paramount impor- 
tance to the investing public, and they could not come at a more 
opportune time. I commend you for bringing to these hearings the 
defrauded investors who sit with us today, because there is nothing 
worse for the integrity of our markets, there is nothing worse for 
the process of capital formation, which depends so extensively on 
trust and confidence in those markets, than the dishonesty, the dis- 
tortions created by greed. 

I think that even in the days since the printed version of my tes- 
timony was completed and submitted to the Subcommittee, our 
Commission's law enforcement efforts have pursued some of the 
most audacious frauds conceivable. I would like to give you a few 
quick examples. 

J ust last Tuesday, September 16, the Commission obtained emer- 
gency judicial relief from a Federal judge in California in the form 
of a temporary restraining order and an asset freeze against the 
Geneva Group and Nicholas Garcia. We charged the defendants 
with a classic pattern of micro-cap fraud, where a shell company 
with no apparent business operations was being sold to investors 
through high-pressure sales practices, pretending it was a legiti- 
mate company with wide-ranging business operations. 

The following day, September 17, the Commission filed a securi- 
ties fraud action in Federal court in California against five defend- 
ants, charging them with involvement in a fraudulent stock leasing 
scheme. The complaint alleges that the defendants acquired large 
blocks of restricted stock of 18 public companies, promising the 
companies that they would pay large monthly rental fees. After 
holding the stock for 1 year, the defendants promised to return the 
stock to the companies. The defendants then tried to sell the stock 
for property, money, or credit. The purchasers of the stock have 
suffered losses of at least $9.5 million. 

Finally, just last Thursday, in a tale frighteningly similar to a 
Flollywood movie script, the U.S. Attorney for the District of Ne- 
vada filed a detention motion against a penny stock promoter who 
is the target of an ongoing securities and bank fraud and money 
laundering investigation. This individual was arrested after re- 
corded telephone conversations revealed a plot to arrange an acci- 
dent for an accountant who was slated to testify against him at an 
upcoming trial. 

Allegations of this nature, once relegated to what we used to call 
"street crime," send a shiver through our markets. This is not be- 
havior that investors expect from market professionals, from cor- 
porate executives. It is not behavior that this Commission will tol- 
erate. 

I cite these recent cases because they are an indication of some 
of the problems facing both civil and criminal law enforcement 
agencies every single day, not to mention investors. The remark- 
able efficiency, credibility, and success of our capital markets today 
has attracted more and more con men and criminals. Our securities 
markets are still the most efficient and fairest markets in the 
world, and while we must be careful not to be unduly alarmist, the 
actions that we have already taken, coupled with the program I 
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will outline today, demonstrate the Commission's resolve to step up 
our regulatory and enforcement efforts in this area. 

As these cases suggest, fraud among low-capitalization stocks 
frequently involves two different but related problems. The first is 
aggressive and often fraudulent sales practices, such as lying to 
customers or unauthorized trading in their accounts. 

The second problem involves manipulation of micro-cap stocks by 
brokers, issuers, or promoters. These stocks are often traded in 
markets where there are no listing standards; and, in fact, often 
the issuer does not file financial reports with the Commission be- 
cause it is so small. 

The Commission is responding to fraud in the micro-cap market 
with a wide-ranging campaign focused on three strategies: preven- 
tion, enforcement, and regulatory initiatives. I will discuss each 
briefly in turn. 

In terms of prevention, the Commission believes it is better to 
prevent fraud before the life savings of investors are destroyed 
than to simply punish the perpetrators after they have done their 
damage. To achieve this, we have conducted aggressive broker- 
dealer inspections as well as market and Internet surveillance. 

It is not enough, however, for regulators alone to protect inves- 
tors. We also have to give investors the tools to protect themselves. 
The best tool, in my judgment, is investor education, and that is 
why in recent years the Commission has developed an incredibly 
aggressive investor education program. We have created a Web site 
that offers SEC press releases, investor alerts, litigation releases, 
tips on avoiding fraud, and our huge EDGAR database of corporate 
information. 

We have held 20 town meetings in cities all over America where 
thousands of investors come out and for 2 hours sit there and ask 
questions about their investments. We had nearly 6,000 investors 
in Los Angeles. We have had 2,000 investors near Hamden, Con- 
necticut. All over the country, to see investors come and ask ques- 
tions that they were embarrassed or ashamed to ask their brokers, 
truly tells you what is going on out there. 

We have created a toll-free SEC hotline. We have developed a se- 
ries of investor education brochures, and I am pleased to announce 
to you today the release of the latest such brochure, entitled "Cold 
Calling:"! it is going to be distributed to investors nationwide by 
the SEC and the North American Securities Administrators Asso- 
ciation. We also have brochures on how to buy municipal bonds, 
how to buy a mutual fund, and how to pick a broker. 

One other vital defensive tool for investors is the broker discipli- 
nary database known as the CRD. We are going to do everything 
we can to help NASDR head Mary Shapiro fulfill her pledge to im- 
prove the CRD and make it available through the Internet. 

We have stepped up both our civil and our criminal enforcement 
efforts. We are working with criminal authorities as never before, 
not merely to kick brokers who steal from innocent investors out 
of the business temporarily or permanently but to put them behind 
bars where they belong. We are sharing intelligence, pooling re- 
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sources, and coordinating cases with our fellow law enforcement 
agencies. 

In the last year alone, for example, we charged or prosecuted 
more than 80 individuals in a coordinated effort with the Depart- 
ment of J ustice. We have also worked closely with the self-regu- 
latory organizations, or SROs, State regulators, local prosecutors, 
and our foreign counterparts to maximize our resources and stop 
micro-cap fraud at its earliest stages. 

Finally, we have undertaken a series of regulatory initiatives. 
Over the last several months, the Commission staff has worked 
with the New York Stock Exchange and the NASD to develop rules 
that address problems in this sector of the market. For example, 
we think that clearing firms should be more responsive to customer 
complaints and should provide more information about the conduct 
of firms whose trades they process. We are now considering a New 
York Stock Exchange rule that will address these concerns. 

We are going to ask market makers trading and broker-dealers 
selling securities on the NASD's over-the-counter bulletin board 
and the National Quotation Bureau's pink sheets to obtain more 
up-to-date information about the issuer before they are allowed to 
quote or recommend a stock. We will also be asking the NASD to 
evaluate once again standards for securities of companies quoted 
on the Bulletin Board. ^ 

The SEC itself is taking a series of dramatic steps to combat 
micro-cap fraud and rogue brokers. We are putting the rules gov- 
erning the micro-cap market under a magnifying glass to examine 
how well they have worked, how to plug the loopholes, and how to 
make them work even better. We are focusing greater attention not 
only on rogue brokers but on rogue firms, because boiler rooms be- 
long in power plants, not in professional brokerage firms. 

The keystone of this initiative is the creation of a special Com- 
mission-wide working group which will bring together SEC divi- 
sions and offices to find better ways to attack these frauds early 
on, before they have taken their toll on investors. If our Office of 
Compliance Inspections and Examinations finds a pattern of abuse 
of one of our small business exemptions, for example, they will im- 
mediately work with their counterpart from our Office of Small 
Business Policy to determine whether we should change that rule. 

The SEC can do a lot, but, especially in this market, we cannot 
do it alone. That is why this morning I met with Dick Grasso, the 
head of the New York Stock Exchange, Frank Zarb of the NASD, 
and the head of the NASAA to ask for their support, as well. In 
meeting with them today, they each pledged their commitment to 
minimize abuses in the micro-cap market through joint initiatives 
with the Commission, the industry, and the States. 

There is one other critical challenge presented by micro-cap stock 
fraud. We need to control the fraud without damaging the market 
for securities of legitimate small businesses. I have always been a 
fierce advocate of the interests of small business. I want to assure 
Senator Collins and the Subcommittee that I am not about to stop 
now. We are going to weigh the needs of small businesses very 


J-See Exhibit 19 describing subsequent NASD action taken on the Buiietin Board which ap- 
pears in the Appendix on page 553. 
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carefully as we attempt to close some of the loopholes that have 
created these problems. 

Madam Chairman, as I noted earlier, in a market like this, 
parasites crowd in to feast on the bull's success. While we are 
aware of the problem and actively addressing it, we are deeply, 
deeply grateful for your interest in focusing public attention on an 
issue so important. You have truly shown great leadership. 

I look forward to working with you, not just today but in the fu- 
ture, and with your colleagues, to eliminate any of the abuses that 
you and Senator Cl el and have mentioned and others that exist in 
the market today. Thank you for this opportunity. 

Senator Collins. Thank you very much. Chairman Levitt. 

In reading your written testimony and listening to your com- 
ments, it struck me that many of the practices that you describe, 
whether it is market manipulation or the high-pressure cold calls 
or unauthorized transactions or no net sales policies, sound very 
much like the practices of a decade ago when I was a cabinet offi- 
cial in the State of Maine with responsibility for a department that 
included securities regulation. I ndeed, to give my friend from Geor- 
gia yet another quote, it does remind me of that old Yogi Berra line 
that it sounds likedeja vu all over again. 

This leads me to wonder whether the remedies that we have 
tried— whether it be greater disclosure requirements or electronic 
monitoring of trades— can only take us so far, since the business 
comes down essentially to how brokers treat their customers. So is 
it almost impossible to get control of these problems unless we 
raise the minimum competency levels and the ethical standards of 
the brokerage community. 

I want to emphasize that the vast majority of individuals work- 
ing in this field are ethical and are looking out for their investors' 
best interests; but we have had a continuing problem that does not 
seem to go away no matter how much we enact new administrative 
or regulatory or legal reforms. 

So starting first with the competency issue, we have no minimum 
educational requirements and it has been suggested to me that 
passing the entry-level NASD exams can largely be a matter of just 
cramming and taking the test often enough. I ndeed, when I harken 
back to my regulatory days at the State level, it truly was more 
difficult in the State of Maine to get a license as a cosmetologist 
than as a broker, even though one could argue that recovering from 
a bad hairdo is far easier than recovering from bad investment ad- 
vice. 

But in all seriousness, with brokers engaged in the business of 
advising people on what to do, in many cases with their life sav- 
ings, where mistakes can have just absolutely devastating con- 
sequences, as we are going to hear from some of our witnesses later 
today, do you believe that competency requirements for brokers are 
sufficiently demanding? 

Mr. Levitt. Senator, you know, I was a stockbroker for a number 
of years, and I ran a branch office, and I managed thousands of 
brokers, and I have enormous respect for the profession. I think 
they have done remarkably well, and the vast, vast majority of the 
brokers in America today are extremely competent and the most 
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professional in the world. They account for the low cost structure 
in our process of capital formation. 

I would say that today's brokers are better trained and better 
equipped than they have been at any other time in history. They 
not only have to take the qualifying examination to begin with, but 
through an initiative that was embarked upon jointly among the 
Commission, the Securities I ndustry Association, and the SROs, we 
imposed additional requirements for training and retraining in 
products that brokers sell— because today, it is not just stocks and 
bonds. It is options and derivative instruments and real estate and 
insurance and a host of other products, and those brokers have to 
be trained on a regular basis in both products and regulations. 

I do not believe that the problem is a lack of training. I think 
there is some problem in terms of incentives that the firms give to 
brokers, which have up to now been largely quantitative, that is, 
the more the broker trades, the more he gets paid. That issue, too, 
has been addressed by the industry through the recommendations 
of the Tully Committee to create other kinds of incentives and to 
do away with some of the clear conflicts of interest, such as prod- 
uct-specific contests at various firms where a broker gets sent to 
Honolulu by selling more of a particular underwriting. They rarely 
exist any longer today. Very few brokerage firms offer incentives to 
brokers to sell the home-grown product any longer. But I think 
more work has to be done in this area. The Commission does not 
intend to legislate compensation, but we certainly intend to focus 
public attention upon it. 

I do not think that the competency levels have to be raised. I 
think that the problem is not with the bulk of the brokers. The 
problem is with the really bad actors, that no matter what the com- 
petency levels were, these are dishonest, crooked people. We have 
got to kick them out of the industry and keep them out. We have 
to send them to jail. We have to work with the j ustice Department, 
and this Commission for the first time has conducted joint efforts, 
and is presently conducting a joint and public effort with the j us- 
tice Department, to take brokers who have stolen vast amounts of 
money from their customers, and not merely to push them out of 
the industry but to have them wearing striped suits. That is where 
the effort has to be made, in my judgment. 

Senator Collins. I really applaud the efforts that you are mak- 
ing to work with the Department of j ustice and the State Attor- 
neys General to bring more criminal prosecutions. But let me fol- 
low up on what you just said and ask your opinion on the whole 
issue of ethical standards. 

It seems to me that as long as we tolerate a sales as opposed to 
a "fiduciary" mentality in segments of this industry, we are going 
to have problems. In addition, high ethical standards tend to result 
as much from tradition as from rules and that is difficult to change 
overnight. 

But I do have one specific approach that I want to get your reac- 
tion to. Why not take a page out of the book of one of your fellow 
New Yorkers and institute a zero tolerance policy, making it known 
that one serious breach of the rules and you are out of the indus- 
try? As the Chairman of the SEC, you could send out the word that 
if you turn an account, you are out of the industry. If you know- 
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ingly execute an unauthorized transaction, you are gone for at 
least, say, 2 years. 

If we are going to allow aggressive selling, the consequences of 
exceeding the limits should be severe and known to all in the in- 
dustry. So why not announce a zero tolerance policy and then fol- 
low through with it? It strikes me that what has worked on the 
streets of New York might well work in its offices. 

Mr. Levitt. Well, I applaud the concern and interest that 
underlies that thought. This particular Commission has included 
among the foremost initiatives that we have pursued over the last 
4 years, our efforts to drive rogue brokers out of the industry and 
to raise the standards of professionalism that are part of the indus- 
try. 

I believe that a broker's impact on a person's life is every bit as 
great as a lawyer's, as his accountant's, and maybe in some in- 
stances as his physician's, so that I regard this with the same seri- 
ousness as you do. 

The Commission has been approaching this in a number of new 
ways. We have made a major issue of supervision. Every broker 
who gets kicked out of the industry or gets suspended and who 
then comes back into the industry, represents a responsibility for 
a supervisor. If that broker becomes a recidivist and gets kicked 
out again, this Commission wants to hold his supervisor respon- 
sible. We have brought more supervisory actions than any Commis- 
sion in history. 

Now, the way we get at this issue is through a cooperative effort. 
Because of our limited resources, we can't do it by ourselves. Nor 
should we. Because we are talking about a culture, and that cul- 
ture can be approached best, in my judgment, with a consensus ap- 
proach with State regulators, who are the cops on the beat in the 
localities, which is terribly, terribly important, and with the SROs 
in the form of the NASD and the New York and the American 
Stock Exchanges. And they know that this Commission cares enor- 
mously about their level of tolerance of bad practices. 

The committee that I have formed today is going to meet within 
the next 2 weeks to talk about tightening up on the practices. I do 
not know that it will decide to go to zero tolerance because I am 
not certain as to which offense or offenses should trigger that. 
While I think that churning is a heinous offense, I think there are 
others that are even worse. 

But I assure you that the industry, working collectively and in 
the best fashion to change a culture, will bring about stronger pen- 
alties, stronger methods for getting at this problem. And the Com- 
mission will be absolutely relentless in terms of pressuring the in- 
dustry to raise the standards to see to it that bad brokers do not 
enter, and no less can stay, in the industry. And we will move in 
the direction of zero tolerance. Whether we arrive there in one fell 
swoop is a different question. 

Senator Collins. I really believe that is key, because every time 
we try to tighten up on the regulatory scheme through increased 
information or more monitoring, we are not really getting at the 
underlying problem. It seems to me that the SEC more than any- 
one, perhaps, has the ability to force the change in culture that you 
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have just described, and I applaud you for your willingness to send 
that message very clearly. 

In a recent speech, or perhaps it was a newspaper, when you 
were talking about the role of the SEC and State r^ulators, you 
made what I thought was a very good point. You said that inves- 
tors would be better protected if our response were triggered by 
complaints and not by job changes. Do we not need a system that 
will trigger action at the time that a disciplinary action is taken 
against a broker rather than when the broker changes jobs? For ex- 
ample, you could have an unethical broker stay with the same firm 
for a very long time. Then he or she is unlikely to come to the at- 
tention of regulators. The scrutiny comes when there is the job 
change and the relicensing process takes place. 

I know that the CRD improvements offer some hope in this area, 
but could you elaborate on that? 

Mr. Levitt. Sure. The CRD is the Central Registration Deposi- 
tory. I am going to sound a little bit like a Ross Perot imitation 
here because I think it is important to get this out to investors. 
The telephone number for the CRD is 800-289-9999. This is a cru- 
cial part of our investor education effort. 

Mary Shapiro, the head of the NASDR and a former Commis- 
sioner, made a courageous decision to discard the old system and 
design a new one. We are going to have full Internet access in 
1998, and I want the entire project done by the end of 1999. By 
that time, I want 100,000 calls that we now get each year to in- 
crease to over a million. I want this to be one of the best-known 
800 numbers and Web sites in America, 1-800-289-9999. 

Senator Collins. Let me follow up on that point. When I was 
meeting with the investors, the victimized investors who will tes- 
tify next, it occurred to me that one way we could help people who 
believe they are being ripped off or encountering problems is to re- 
quire the account statements that are sent out to have a telephone 
number such as the one you have just described or perhaps the 
name, address, and phone number of one of the regulators or the 
NASD so investors know where to turn for help. Is that something 
that you would consider? 

Mr. Levitt. Yes. I think that is a good idea, and that is one of 
the notions that we talked about with the self-regulating organiza- 
tions. How can we get information out to the public that tells them 
that you have got to be careful of this firm, that you have got to 
watch this broker, or here is the number that you should call, and 
please call it before you do business with a new broker that you 
have never met. 

Now, I urge in every way, in every forum I get, that an investor 
who does business with a broker over the telephone that he or she 
has never met before is just making a terrible mistake. I encourage 
that linkage between a customer and a broker. Know your broker. 
Call up and find out whether he or she has had a regulatory prob- 
lem, and do you really want to entrust your life's savings to some- 
one who has been kicked out of the industry or disciplined or has 
been the object of hundreds of investor complaints? 

That is what we have got to get investors to begin to do. The in- 
formation is there. We are committed to making that information 
more visible, more available, more usable, and the form that you 
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suggest, I think, is a gcxxi one; and we are going to consider it. 
Whether the confirmation si ip is ai ready too jumbied to be mean- 
ingfui, whether we are taiking about a maiiing that wouid go with 
the confirmation, i am not sure, but it is that concept of reveaiing 
to investors brokers who have a probiem, is one that is high on our 
iist of priorities. 

Senator Collins. Let me ask you just one more question before 
turning to my coiieague. Senator Cieiand. Your new brochure is ex- 
ceiient. i was ieafing through it as you were describing it, and i 
think it wouid, in fact, heip investors to be very cautious. But i 
wonder how many investors are actuaiiy going to see this brochure. 
Wouid there be merit in requiring a broker or a brokerage firm 
which is doing a great deai of coid caiiing to be required to send 
this information out to peopie who are opening new accounts? 

i am trying to think of a way to make sure that it gets to the 
peopie who need to read it. it is very good, it wouid certainiy warn 
peopie of the dangers of responding to a coid caii pitch. But if in- 
vestors do not get it, if it does not reach them, then it is of iittie 
vaiue. So what wouid you think of actuaiiy requiring investor edu- 
cation materiais to be mciuded with account statements or in some 
way distributed by firms that do a great deai of coid caiiing? 

Mr. Levitt, i think a phone in the hand of these coid caiiers is 
as dangerous to the pubiic as a car in the hands of drunk drivers. 
J ust the other day, a friend of mine toid me of a coid caii that he 
got at 7:15 in the morning, and he said, "How dare you wake me 
up at this hour." The broker said, "it is the eariy bird that gets the 
worm." it is that kind of cavaiier approach that, i think, bears on 
a cuiture that has got to be discouraged. 

We certainiy are going to encourage wide distribution of that coid 
caiiing brochure. We are going to encourage it without forcing it. 
i think, again, the strat^y of the Commission has been to mobiiize 
the best instincts of the industry, which is mindfui of these percep- 
tuai probiems. The buik of the firms in America today wouid have 
nothing to do with brokers who abuse the coid caiiing priviiege, in 
effect, and it is oniy firms that are reaiiy outiaw firms that cast 
a reputationai stigma upon the industry. 

i think we have got to bring and encourage the NASD and the 
New York Stock Exchange to bring cases against vioiators of the 
coid caiiing cuiture. Coid caiiing is a function of American business, 
and i would not dare say no caiiing shouid take piace. it shouid. 
it has an appropriate piace. 

Now, i think it is wrong, however, to have a battery of coid caii- 
ers who may be kids in high schooi or in coiiege who are not 
trained, who do not have to pass any of the tests that a broker has 
to pass, out there coid caiiing and turning the account over to a 
broker they work for or, indeed, iiiegaiiy making the saie them- 
seives. That we are going to nip in the bud. We are going to en- 
courage coid caiiers to foiiow standards. A coid caiier must be expe- 
rience, must know what kinds of dients quaiify for a caii and 
what kinds of representations to make. 

So my iong-winded answer to your question is, you bet we are 
going to encourage the broadest distribution by the firms and oth- 
ers of this kind of information. We are not going to reguiate it, but 
we are going to encourage it in the strongest way we possibiy can. 
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We are going to use our town meetings to do it. We are going to 
use our Web site to do it. 

We are going to talk about it continually, because the one ques- 
tion that I ask in town meetings which gets the greatest response 
is when I ask for a show of hands: "How many of you have been 
awakened in the morning or late at night by an abusive caller who 
does not seem to know the word no?" I would say 75 percent of the 
hands shoot up. That tells us something. So you are clearly onto 
something, and we intend to follow up on it. 

Senator Collins. Thank you. Chairman Levitt. 

Senator Cl el and. 

Senator Cleland. Thank you. Madam Chairman. 

Mr. Chairman, thank you for being with us today. When you 
mentioned putting the con artists in the striped suits, you meant 
broad stripes, right, not small stripes? 

Mr. Levitt. Right. 

Senator Cleland. I am wearing a striped suit today. I just want- 
ed to make sure. [Laughter.] 

Senator Cleland. Thanks for being with us. I understand the 
importance of injunctions and consent decrees and receivers and 
trustees and other types of administrative and civil sanctions that 
can be applied against violators. The media is full of stories about 
the major frauds perpetrated on our citizens. It is my opinion that 
the only sanction, quite frankly, as you have indicated by your com- 
ment, that most of the serious violators will understand as a suc- 
cessful deterrence is jail time and the completion of a successful 
criminal prosecution. Do you have any idea why more of the major 
fraud cases do not end up in the criminal courts? 

Mr. Levitt. Well, I think it is a question of calendars that are 
so full and commitments that are so great, and these are cases that 
are difficult cases to bring and to prove. It is only in the most egre- 
gious instances that we get to criminal actions. We find that there 
are very few districts of our Federal courts that are experienced at 
bringing securities cases. Some of them, such as New York and 
California and some large areas, do have that experience and rec- 
ognize it as a major area for their involvement. Others simply 
would rather go after bank robbers than they would going through 
the difficult process of trying to prove what a securities fraud is. 

Senator Cleland. Thank you. How about your enforcement staff? 
Do you have enough people to do your job well? 

Mr. Levitt. Probably not. With our markets exploding, with 
many times more investors in the market today than ever before 
in history, with mutual funds taking up more investors' resources 
than all the combined deposits in our banks in America today, our 
resources are severely strained, particularly in the enforcement 
area. We, like every other agency in government, are mindful of re- 
strictions on government; and, for the past 3 years, we have oper- 
ated pretty much on a flat budget. 

I am under no illusion that we can ever wipe out totally all fraud 
in America. And I would emphasize again that, while the number 
of scamsters out there is probably greater today than any time be- 
fore, relative to the number of investors in the market and the dol- 
lar volume of new issues coming on the market, we are no worse 
than we have been for years. 
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Nevertheless, my answer to your question is we are straining, 
and we have to leverage our resources by working more closely 
with State regulators, by getting our self-regulating organizations 
to assume more of the burden of responsibility. 

Senator Cleland. I would like to just follow up on that. Where 
do you see the role of the States here, particularly in terms of en- 
forcement? 

Mr. Levitt. I think it is critically important that the States 
maintain their licensing abilities. States really need to understand 
who is applying for a license and what is going on. Senator Collins 
mention^ before the fact that, if a broker stays at the same firm 
for a number of years, the focus of the State tends to be on other 
things and does not come down until a broker transfers from one 
State to another. 

I think that has got to change. I think the State regulators have 
to take cognizance of the fact that the States are a vital linkage 
here, particularly since the passage of a law last year which man- 
dates the States to take on the responsibilities for small investment 
advisers. That is a critical problem. 

I think it is essential that the SEC work closely with State regu- 
lators. We may not see things exactly the same way, because, from 
the standpoint of the firms and the standpoint of the system, 50 
different State regulators with different kinds of regulation within 
the States can create redundancies and costs that really make the 
system unworkable. 

So we have tried very hard to persuade the States to try to 
standardize their practices in a way which enables us to deal with 
one system rather than 50 systems; and, until that happens, we 
can never harmonize the role between the Federal Government and 
the States. But I believe the States are moving in that direction 
and they have taken recent actions. They recognize the greatest 
danger that they face is moving into too many different directions. 
They will earn the animus of the brokerage firms, of the industry, 
of the self-regulators, and the Commission by doing that, but, by 
harmonizing and working together, I think we create a strong regu- 
latory presence that is the best way to get at fraud. 

Senator Cleland. When I was Secretary of State in Georgia and 
responsible for securities regulation, we worked closely with the 
SEC just to do that very thing. One of the things that has sur- 
prised me is the incredible dollar value now of the whole penny 
stock market and its impact on illegal impact on the economy, si- 
phoning off legitimate investment to very, very high-risk invest- 
ment. 

I notice that the Wall Street j ournal recently estimated that in- 
vestor losses resulting from penny stock fraud has risen from, say, 
$2 billion a year in the late 1980's to an incredible some $6 billion 
today. Does that sound about right to you? 

Mr. Levitt. It is difficult to tell. I think that that estimate was 
probably based upon a study done by the State regulators some 
years ago and factored into that the growth of the market, and as- 
sumed that the growth of fraud ran along parallel lines. I am not 
sure whether that is so or not. I have not seen a study which I 
would call reliable. But my anecdotal experience tells me, as mar- 
kets rise, as numbers of investors proliferate, as numbers of bro- 
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kers proliferate, as numbers of new issues proliferate, there is no 
question but that fraud will go right along with it. 

Willie Sutton used to say that he robbed banks because that is 
where the money is. Well, I think the scamsters and the brokerage 
industry probably do the same thing. Again, the percentage is 
small, but the scamsters that are out there do incalculable harm 
to the system. To have these three investors up here on national 
television testifying to how they were violated does more to hurt 
our process of capital formation than anything else I can imagine. 

I think it is an unfortunate consequence which, I think, all of us 
have to resolve to give the maximum exposure to and to try to 
make the penalties so onerous that this will not be necessary in the 
future. 

Senator Cleland. I appreciate that point of view. I am concerned 
that Congress seems determined to continue on a course of chip- 
ping away at investor protections and remedies as a means of en- 
couraging economic expansion. I am certainly interested in a robust 
economy, but experience is our best teacher here. We know that if 
we tip the scales too far in the direction of promoting capital forma- 
tion, fraud flourishes. Our challenge, it seems to me, is in keeping 
the scales of capital formation and investor protection in balance. 
Would you like to comment on that? 

Mr. Levitt. I think you are absolutely right, that while the Com- 
mission has two initiatives: capital formation, nurturing it, encour- 
aging it, and investor protection— as far as I am concerned, the pri- 
mary initiative of this Commission or any Commission must be 
protection of investors. There can be no capital formation in a sys- 
tem that cannot be trusted. 

The numbers that investors depend upon must be reliable. You 
have read about a great deal of controversy involving the FASB, 
the independent mechanism for establishing accounting standards 
and their efforts to call for the accounting for derivatives, which 
take up billions of dollars in our marketplace today. We oversee the 
FASB, and I believe that the business community and the regu- 
latory community must support efforts to see to it that the num- 
bers that investors rely upon are accurate. So I believe that public 
confidence comes first in our scheme of things. There can be no 
markets, none, without public confidence in the reliability of those 
markets and the people who run them. 

Senator Cleland. I could not agree more. 

Madam Chairman, just to maybe wind up with a Yogi Berra 
quote that I heard the other day for the first time, that 90 percent 

of baseball is mental and the other 50 percent is physical 

[Laughter.] 

Senator Cleland [continuing]. I think your point has been well 
taken, Mr. Chairman, that 90 percent of this securities investment 
game is confidence in those who play the game and the other 50 
percent is financial. 

Thank you very much. Madam Chairman. Let me just recognize 
j eff Robbins, our Minority Chief Counsel who has done a lot of 
work with our team today. Thank you very much. 
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Senator Collins. Thank you, Mr. Chairman. I know that all of 
us have additional questions that we will submit for the record. ^ 

I would ask that you give careful consideration to my suggestion 
for the zero tolerance policy and work with us to see if we can come 
up with something that would assure due process, if limited to seri- 
ous breeches, but nonetheless sends the message of zero tolerance. 

Mr. Levitt. I promise you that I will. Thank you. 

Senator Collins. Thank you. 

The next panel of witnesses will please come forward. The second 
panel includes Emile Murnan, Helen Sprecher, and Louis Poggi. 
These are three investors who will tell the Subcommittee about 
their recent experiences investing in the micro-capital markets. 

We are going to first hear from Mr. Murnan, who is a resident 
of St. Louis, Missouri, who retired several years ago as a salesman 
of industrial woodworking machinery. 

We then will hear from Mrs. Helen Sprecher, a longtime resident 
of Philadelphia. Mrs. Sprecher and her husband owned a grocery 
store, I think for some 30 years 

Mrs. Sprecher. Thirty-seven years. 

Senator Collins. Thirty-seven years. Mrs. Sprecher is accom- 
panied by her attorney, Mr. Henry Pass. 

Finally, we are going to hear from Mr. Louis Poggi, a resident 
of Pembroke, New Hampshire. He is a father of five children and 
is employed by Federal Express. 

We are looking forward to hearing from you and I want to give 
each of you a special thank you for being willing to come before the 
panel today and share your experience. What you are doing is 
going to help others be better informed investors, and I really 
thank you because I know this is difficult, to come forward and talk 
about your own experiences. 

I am going to ask each of you to limit your comments to 10 min- 
utes. This green light will go on at the beginning. The yellow will 
come on when you have 2 minutes left so that it will allow you to 
wrap up. We will make any prepared testimony that you have part 
of the record. 

As I mentioned previously, pursuant to Subcommittee Rule 6, all 
witnesses are required to be sworn in, so I am going to ask you all 
to stand and raise your right hand. 

Do you swear that the testimony that you are about to give to 
the Subcommittee will be the truth, the whole truth, and nothing 
but the truth, so help you, God? 

Mr. Murnan. I do. 

Mrs. Sprecher. I do. 

Mr. Poggi. I do. 

Senator Collins. Thank you very much. 

Mr. Murnan, we are going to start with you, please. 

TESTIMONY OF EMILE O. MURNAN,^ ST. LOUIS, MISSOURI 

Mr. Murnan. Madam Chairman and Members of the Sub- 
committee, my name is Emile Murnan and I am pleased to be here 


J-Exhibit 16 appears in the Appendix on page 432. 

2The prepared statement of Mr. Murnan appears in the Appendix on page 145. 
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today to testify before you about my recent experience as a victim 
of fraud by a securities brokerage firm. 

I am 78 years old and retired several years ago from a sales ca- 
reer. My home is in Ballwin, which is one of the many, many sub- 
urbs of St. Louis, Missouri, famous for the Gateway Arch and gul- 
lible people. [Laughter.] 

Mr. Murnan. I do not receive a pension and, therefore, I try to 
be careful in management of my funds. It is apparent to me that 
control is needed to protect others from becoming unwitting victims 
of fraud by an industry entrusted by so many to conduct trans- 
actions which are critical to their financial security. 

My story begins on J anuary 16, 1997, when I received a tele- 
phone call from a Mr. Marlon Tropeano. He is with the L.T. Law- 
rence and Company in New York City. I had never done any busi- 
ness with him or his firm and I am not really sure how he came 
about having information on me. It seems that when you purchase 
a stock from a broker, especially in New York, they must put your 
name on a list and sell it to all the other brokers in town because 
I have had numerous telephone calls from different brokerages, all 
in New York, and they are all with this same type of thing, trying 
to get you to buy something you never heard of. 

However, in my case, he wanted me to buy shares in Callaway 
Golf Company, and I was familiar with Callaway. I know it is a 
good company on the New York Exchange and so forth, and at this 
particular time, I had a few bucks to spend because a bond I had 
had matured. So I bought 200 shares of the Callaway Golf stock. 

I regarded this as a long-term investment, and on J anuary 18, I 
paid for it in the amount of $6,040. 

The trouble began about 6 days later— exactly 6 days later, after 
the date of purchase, when he sold Callaway Golf for a total of 
$6,308. That is a slight gain, but I did not know he had done it 
even. The same day that he sold that, he bought 1,000 shares of 
Medaphis Corporation stock for a total price of $13,840. He has 
now established a margin account, without my permission, of 
$7,530. 

This thing gets worse. Six days after that, on J anuary 28, he 
purchased 4,700 shares of QPQ stock for a total of $12,940. This 
means he had now established a margin account of $20,000. One 
thing I might add that I had some thoughts on is how ethical is 
it for a brokerage company to allow a firm to establish a $20,000 
margin account on an investment of $6,000? It just does not seem 
to make any sense to me. 

Anyway, on February 5, without my permission, he sold the 
1,000 shares of Medaphis for $13,109. This is a small loss of $730, 
but it gets worse. On the same day, he sold 1,600 shares of QPQ, 
and on February 12, he sold 1,900 shares of QPQ, and finally on 
April 10, the account was closed and I received a check of $292, for 
a loss of $5,748 out of my original investment of $6,040. It is only 
about a 94 percent loss. 

Qn February 13, I returned from a trip to Florida and when I 
opened my mail, here were all these confirmations of buys and 
sells, which I just could not believe. I could not believe he had sold 
the Callaway Golf stock and bought two other stocks without my 
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permission at a substantial loss, because now I have the buys and 
the sells all in the same mail. 

On February 21, I sent a letter to the Compliance Department 
of L.T. Lawrence and Company disputing these unauthorized 
trades and the loss of my money. On March 11, I was contacted by 
telephone by Mr. Andrew Basile, who stated he was Senior Vice 
President and head of the Compliance Department. He assured me 
that he would investigate my complaint, but nothing was ever done 
to resolve the issue of this lost money. I talked to him several 
times, plus others under him. Their attitude is, yes, so what? We 
lost your money. We are not going to do anything about it and we 
do not apologize. It is just tough luck. 

So since I could not get anywhere with them, I took matters into 
my own hands and I wrote the NASD in New York City, the Secu- 
rities and Exchange Commission in Chicago, and North American 
Securities Administration Association in Washington, D.C., as well 
as the Commissioner of Securities of the State of Missouri in J ef- 
ferson City, plus I retained the services of an attorney. 

An examiner for the Missouri Securities Division later deter- 
mined that L.T. Lawrence and Company had 15 customer com- 
plaints filed against Mr. Tropeano, 11 of these complaints prior to 
his solicitation to me. 

Finally, on July 12, a settlement was reached and the losses 
were reimbursed through my attorney, minus his fee. This whole 
affair has been an extremely troublesome experience for me and 
has caused me considerable expense and made me very unhappy. 
It seems that in this age of technology, these renegade fraudulent 
activities should no longer be possible by companies who are en- 
trusted with the key elements of our financial security. 

This concludes my statement. Madam Chairman, and I would be 
pleased to answer any questions. 

Senator Collins. Thank you very much, Mr. Murnan. I appre- 
ciate so much your sharing your experience with us. We are going 
to hear from the other two witnesses first and then we will be ask- 
ing you questions. 

Mrs. Sprecher. 

TESTIMONY OF HELEN SPRECHER,^ PHILADELPHIA, 

PENNSYLVANIA; ACCOMPANIED BY HENRY IAN PASS, ESQ. 

Mrs. Sprecher. It is hardly necessary for me to say I consider 
it a great honor to be here today. My name is Mrs. Helen Sprecher 
and I reside in Philadelphia, Pennsylvania. My husband, Harry 
Sprecher, is unable to attend this hearing due to his declining 
health. 

My husband and I are both 85 years old. Before our retirement 
in 1988, we owned a small neighborhood grocery store. We worked 
very hard, 7 days a week for 31 years, and we were able to save 
about $100,000 for our retirement. But as a result of the devious 
and deceptive practices of unscrupulous stockbrokers and their 
firms, nearly every penny was lost. 

I am appearing before you today and making this statement in 
the hope that what happened to my husband and me can be pre- 


iJhe prepared statement of Mrs. Sprecher appears in the Appendix on page 147. 
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vented in the future. I am telling my story so that other elderly 
and other vulnerable citizens might be spared the suffering, the fi- 
nancial loss, and the emotional trauma that we have had to en- 
dure. 

Our problems with stock brokerage firms began in the fall of 
1990, when we were contacted by a stockbroker named J ohn 
Baratta. At that time, we were led to believe that Mr. Baratta was 
affiliated with the prestigious Wall Street brokerage firm of Mor- 
gan Stanley. Mr. Baratta persuaded us to open a brokerage account 
with him and he started to purchase stock for us shortly after the 
account was opened. 

While Mr. Baratta was our stockbroker, we periodically received 
account statements from Morgan Stanley showing the status of our 
account. The account statements indicated that Morgan Stanley 
had been introduced to us through a company called Manchester 
Rhone Securities. However, I do not recall Mr. Baratta ever telling 
us that he worked for Manchester Rhone Securities. During this 
time, we always thought that we were dealing with the firm of 
Morgan Stanley. 

It was not until I recently consulted with attorney Henry Pass 
that I found out that Mr. Baratta actually worked for Manchester 
Rhone Securities, a very small brokerage firm that has since gone 
out of business. Had we known Mr. Baratta was not affiliated with 
Morgan Stanley, we would probably not have done business with 
him. 

During that time, Mr. Baratta said that Morgan Stanley was 
looking at a company called Wave Tech, a waste disposal firm in 
Canada. Morgan Stanley took Mr. Baratta and some other brokers 
to look over the operation. He was so impressed, he purchased 
20,500 shares at $1.25 a share for our account. Sometime during 
the fall of 1991, Mr. Baratta informed me that he had switched 
brokerage firms and was now working for S.D. Cohn, a company 
on Wall Street in New York City. At that time, he also told me that 
Morgan Stanley was no longer doing business with small investors 
such as me and my husband. We then agreed to have the stock in 
our Morgan Stanley account transferred to a new account at S.D. 
Cohn by Mr. Baratta. When we switched brokerage firms, our ac- 
count was worth approximately $98,000. 

Mr. Baratta continued to be our stockbroker until February or 
March of 1993. Around that time, we learned that Mr. Baratta was 
no longer affiliated with S.D. Cohn and that a stockbroker named 
Donald Lou Spitzer had taken over our account. Although I had 
never met Mr. Spitzer, he seemed nice on the telephone and per- 
suaded us to let him handle our account in the future. He said his 
mother was 92 years old and he took care of her accounts and he 
would be very careful with my portfolio. 

Both my husband and I were having health problems. My hus- 
band had three very serious operations, a double bypass, an oper- 
ation on the esophagus, and one on the colon. I was also having 
health problems, so I was in no condition to make any decisions. 
Mr. Spitzer was well aware of my condition. He promised to make 
good on my losses. 

He purchased 25,000 warrants in American Track System, ex- 
pecting the shares to come on the market at $5 or $6 a share. Mr. 
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Spitzer sent me a beautiful brcxihure of the company and its pros- 
pects. I felt I could not leave Mr. Spitzer or the company he was 
with because his promise of restitution, it would just be dropped. 

In August of 1994, Mr. Spitzer sold Wave Tech at 3/32, which is 
a little more than a dime. The following week or so, the company 
was taken over by someone else for a little over $1 a share, so that 
was a loss of over $20,000 right there. 

Around September of 1994, Mr. Spitzer informed me by tele- 
phone that he had left the S.D. Cohn brokerage firm and had 
joined a new firm called Investors Associates. We allowed Mr. 
Spitzer to transfer our account to Investors Associates. We contin- 
ued to deal with him until j une of 1995. 

Around that time, a gentleman named Keith Bleich telephoned 
me and identified himself as a broker for Investors Associates. He 
said that he was calling to inform me that Donald Spitzer had been 
discharged from Investors Associates because of unethical prac- 
tices. Mr. Bleich then told me that our account had been trans- 
ferred to him and that he intended to give our account his personal 
attention. He also assured me that because of our age, he would 
make sure that we would never lose any money. Unfortunately, I 
believed him. He said he was going to be a father for the first time 
and was very considerate and worried and sort of got me into that 
event, worrying about he and his new baby coming on. He talked 
about that endlessly. 

About a month later, Mr. Bleich called again and asked if I had 
any other securities that were not in our account with Investors 
Associates. At the time, I had in my personal possession 440 shares 
of Rj R Nabisco stock. Mr. Bleich said it would be to our advantage 
to have everything in one place. I suppose if I was deceased, my 
heirs, it would be nice for them to have everything in one place. 
He told me he would send Federal Express to pick up my stock cer- 
tificates for delivery to his office, which should have been some 
kind of a clue. He was so glib and persuasive that I agreed to send 
him my stock. 

Because the Rj R Nabisco stock paid a nice dividend which sup- 
plemented our Social Security benefits, I told Mr. Bleich that the 
stock was not to be sold and he promised not to do so. Over the 
next several days, he called me three or four times a day, trying 
to convince me to buy stock in a company called Electronics Com- 
munications. He told me that the company was new and that the 
stock was about to skyrocket. I had never heard of the company, 
so I would not commit myself. I told him it was a very difficult time 
for me, since I was recuperating from surgery for the aneurism of 
the aorta which had left me very weak and unable to think straight 
and he was putting a lot of pressure on me. 

Sometime in August of 1995, a statement arrived from Investors 
Associates. To my utter shock and surprise, most of the stock in 
our portfolio had been sold without my permission, including the 
Rj R Nabisco stock from which we had been relying on. The state- 
ment also indicated that we now owned 3,000 shares of Electronic 
Communications and 1,500 shares of Air Methods, Incorporated. 
Both of these stocks were purchased by Mr. Bleich without my per- 
mission. I later learned that Investors Associates was an active 
market maker in these securities. 
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Shortly thereafter, the value of both stocks started to plummet 
and our margin obligation went from $950 to almost $5,000. Mar- 
gin calls were coming in two or three times a week, so I frantically 
called Mr. Bleich. He insisted that the stocks were going to make 
a lot of money. Margin calls continued to come in two or three 
times a week, calls that I could not meet. 

Although I continued to call Mr. Bleich, it became obvious to me 
that my calls to him were seen as a nuisance. Whenever I would 
call, I would always be told that he was in a meeting or out of the 
office. Eventually, the 1,500 shares of Electronic Communications 
had to be sold off to partially satisfy the margin calls and we sent 
him $3,000 to satisfy some of the calls. 

I n J uly of 1996, I informed NASD about my problems with I nves- 
tors Associates and Mr. Bleich. When Mr. Bleich heard about this, 
he called to tell me that everything that had been in our portfolio 
when he took over the account had been put back and that we no 
longer owned any of the stock that he had purchased without my 
permission. I later learned that this was not true because the 
statements I continued to receive from I nvestors Associates did not 
show the changes in our account that Mr. Bleich had assured me 
had taken place. 

In the meantime, margin calls against our account were still 
coming in. When I phoned Mr. Bleich, he insisted the changes had, 
in fact, been made and everything would be fine. During one of my 
last telephone conversations with Mr. Bleich, he brought another 
gentleman on the line who claimed to be an attorney for Investors 
Associates, a David Sayed. David Sayed, or whoever answered the 
telephone, verified that the changes in our account had been made. 
However, I continued getting margin calls and our account state- 
ments from Investors Associates indicated that they were still 
charging me interest on stocks that I was not supposed to own in 
the first place. 

In February of this year, I consulted an attorney, Mr. Henry 
Pass, to see what legal recourse we had as a result of the unscru- 
pulous handling of our stock brokerage account. After Mr. Pass re- 
viewed our records, I learned about the losses my husband and I 
had incurred since the time we first opened our account through 
Morgan Stanley in 1990 until the time that we closed the account 
with I nvestors Associates in April of this year. 

Due to the declining health of my husband and myself, I had not 
been able to keep track of all the activity in the account. During 
this period, I had been recuperating from the surgery related to the 
aortic aneurism. My husband had also undergone surgery, as well 
as chemotherapy for cancer of the colon and the esophagus and a 
lot of my time was spent caring for him. I , therefore, was not aware 
of all the churning and other improprieties that occurred during 
this time. 

I n December of 1990—1 am sorry. 

Senator Collins. You can conclude your statement. Take a little 
bit longer. 

Mrs. Sprecher. When we entrusted our retirement savings with 
John Baratta through Manchester Rhone Securities and Morgan 
Stanley, our account was worth approximately $96,000 [sic]. How- 
ever, when we closed our account with Investors Associates in 
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March of this year, our account was worth $2,300. The stress of the 
situation has greatly affected my health, both physically and emo- 
tionally. I have been experiencing anxiety attacks, nausea, loss of 
appetite, and inability to sleep. The distress and anguish are some- 
times unbearable and have caused me to lose over 15 pounds. 

Shall I stop? 

Senator Collins. If you have more you want to say to us 

Mrs. Sprecher. There is another page. 

Senator Collins. Please continue. 

Mrs. Sprecher. Until I was referred to attorney Henry Pass, I 
did not know that there are laws on both the State and Federal 
levels that are supposed to protect my husband and me from the 
unscrupulous and illegal practices that we experienced. Unfortu- 
nately for us and for so many others, these laws did not prevent 
the firms and stockbrokers with which we dealt from engaging in 
the practices that caused us to lose so much money and to experi- 
ence so much grief and misery. 

Mr. Pass has instituted lawsuits against the companies and indi- 
viduals involved and I am hopeful that my husband and I will be 
able to recover at least some of the money that we have lost over 
the years. I only hope that something can be done by the govern- 
ment to prevent retirees, such as myself, from becoming victims of 
the unsavory, unethical practices of investment firms and stock- 
brokers that seek us out. Something must be done to protect all of 
us from the kind of people who preyed on my husband and me, 
caused me to lose most of our retirement savings, inflicted on us 
such terrible anguish and distress in our twilight years. 

Thank you for inviting me to share my story with you. 

Senator Collins. Thank you very much, Mrs. Sprecher. Your 
story is the reason we are here today. What happened to you is ab- 
solutely outrageous, and it is our commitment to try to change the 
system in a way to prevent that. 

Mrs. Sprecher. Yes, so I heard from Mr. Levitt. 

Senator Collins. Exactly. 

Mr. Poggi. 

TESTIMONY OF LOUIS POGGI.i PEMBROKE, NEW HAMPSHIRE 

Mr. Poggi. Madam Chairman and Members of the Sub- 
committee, my name is Louis Poggi and it is a pleasure for me to 
be here today to tell you my personal story of being defrauded by 
a stock brokerage firm. 

I am employ^ as a truck driver by Federal Express. I live in 
Pembroke, New Hampshire, and am the father of five children. My 
life is hectic, to say the least, and the story I am about to tell you 
was a devastating experience for me and my family. I sincerely 
hope that this hearing will lead to new regulations of the securities 
industry which will prevent others from such unnecessary suf- 
fering. 

My experience with this scam started in J une 1995, when I re- 
ceived a telephone call out of the blue from Pat Boyce. Mr. Boyce 
identified himself as a broker for Investors Associates, Inc., of Mel- 


iJhe prepared statement of Mr. Poggi appears in the Appendix on page 154. 
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ville, New York. I am not sure how Mr. Boyce obtained my tele- 
phone number or identified me as a potential customer. 

During this initial conversation, Pat Boyce solicited me to pur- 
chase stock in Cheyenne Software, Inc. His sales pitch was over- 
whelming and he tried very hard to convince me that the price of 
this stock was going to rise very quickly, which would result in a 
huge profit for me. I became tired of Mr. Boyce's relentless solicita- 
tion and told him, sure, go ahead, buy the stocks. It did not mean 
a thing to me. He was just a guy on the phone from New York. 

I told him, sure, go ahead and buy the stock, but I thought it was 
a joke. I did not realize what I was doing because Mr. Boyce told 
me at a later date that I had actually bought stock in Cheyenne 
Software. As a result of this initial conversation, I learned later 
that the trade date of this purchase was j une 30, 1995, for 1,000 
shares of Cheyenne Software at a total cost of $18,216.75. 

Mr. Boyce called me a few weeks after our initial phone con- 
versation. He informed me that the price of Cheyenne Software 
stock was rising and that I had already made a profit of $3,000. 

I was astounded to have gained such a profit on an investment that 
I had not really made, or I thought I made. A sudden profit of 
$3,000 was like a major windfall to me. 

I told Mr. Boyce that I now wanted to sell my shares in Chey- 
enne Software in order to receive my $3,000 profit. My Boyce told 
me that I must send Investors Associates $18,216.75 to cover the 
purchase price of the stock. I replied that I was not able to do that, 
but if I owned the stock, why could I not just sell it and you send 
me the profit of $3,000. Please note that at this point, I had not 
submitted any money to I nvestors Associates. 

Mr. Boyce stated that I must send him a check for the initial 
purchase and then I would own the stock, so I could then turn it 
in to sell it. I did not understand the stock market business and 
this situation was confusing to me, but I was intent upon getting 
my $3,000. That was quite a bit of money to me. I was going to 
make that profit, even if it meant coming up with the $18,216.75. 

It happens that my father lives about 20 minutes from Investors 
Associates office in New York. I routinely visit my parents, so I de- 
cided to make a trip there to check out the I nvestors Associates of- 
fice. I wanted to see if it was a real company or just some guy call- 
ing me from his kitchen. I went to Investors Associates office and 
it appeared to be a legitimate company in a normal office building, 
actually, a luxurious office building. 

This visit gave me confidence in Investors Associates, so I told 
them I would purchase the Cheyenne Software stock with my cred- 
it card. They told me that I could not do that. At this point, I felt 
that all I had to do to get the $3,000 profit was to obtain $1,216.75 
which would be quickly returned to me because I intended to sell 
the stock as soon as the purchase was confirmed. I n fact, I was led 
to believe that I could quickly sell the stock to make back the 
$18,216.75 plus the additional $3,000 gain. 

That same day, on or about j une 30, 1995, I obtained cash ad- 
vances from my credit cards and purchased the 1,000 shares of 
Cheyenne Software. I told Investors Associates that I wanted to 
sell my 1,000 shares of Cheyenne Software as soon as possible in 
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order to receive my $3,000 profit and get my initial investment 
back to pay off the credit card debt, and they did say "fine". 

It was my understanding that the stock would be sold and my 
money from the sale would be placed in an account with Investors 
Associates. I waited approximately 10 days and still did not receive 
the money or any confirmation of the trade. I called Pat Boyce, who 
told me he had made money for me once and that now he knew 
of another stock. Universal Self Care, and that I should buy it. I 
told Pat Boyce that I wanted to close out my account because I 
needed the money to pay back the cash advances on my credit 
cards. 

Pat Boyce gave me a strong sales pitch about Universal Self Care 
stock. I told him that I did not want to purchase Universal Self 
Care and he became very upset with me. Boyce said that he had 
made money for me on the Cheyenne Software stock and he could 
not understand why I would want to close out my account. 

Boyce told me the Universal Self Care stock was guaranteed to 
rise in price because Investors Associates is on the board of direc- 
tors and they would be able to control the stock. I told Boyce that 
the profit in Cheyenne Software was just a fluke and that I really 
did not know anything about Universal Self Care. I informed Boyce 
that I would not buy this stock over the phone, that I needed time 
to research it. Boyce did not seem to hear me, because he said, 
"Mr. Poggi, do you want me to put that order in now?" 

The conversation ended with the agreement that we would watch 
Universal Self Care stock until the end of the day but no purchase 
would be made without my authorization. It seemed to me that Pat 
Boyce was reading from some type of script during this conversa- 
tion because he would not take no for an answer. 

I immediately called Waterhouse Securities, who I have done 
business with previously, to determine the price of Universal Self 
Care stock. The stock was quoted as selling at $.25 less a share 
than the quote from Pat Boyce. I was outraged, so I called Pat 
Boyce back and told him that he is charging me $.25 more per 
share than Waterhouse Securities, which is outrageous. I would 
like to note here that that came out to an $800 profit commission 
to him out of this transaction, which was very generous on his 
part, to pay himself $800, I would say. 

I informed him that I did not want anything to do with Universal 
Self Care stock. Boyce told me it was too late because he had al- 
ready bought 5,000 shares of Universal Self Care with the money 
in my account from the Ch^enne Software trade. He said that the 
$.25 extra per share was his commission. He told me that he had 
to make a living, too, and that is why he did charge me an extra 
$.25 per share. 

The first trade on Cheyenne Software was a $35 commission 
charge, so I would say there was something unbalanced there, to 
say the least. 

I told Boyce that I did not authorize his purchase and just want- 
ed my money back. I was, to say the least, extremely upset. I now 
owned a stock that I knew nothing about which was purchased 
with money from my credit card cash advances. I called Boyce 
again that day and told him to immediately sell the stock in Uni- 
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versal Self Care. He told me that he was not in a position to sell 
the stock. 

I called Boyce back again a few days later, which he told me that 
I have no worries because the price of Universal Self Care is going 
to be pushed up and he will sell it. I continued to insist that Boyce 
sell my shares in Universal Self Care, even though he had almost 
convinced me that the stock was going to be profitable. Boyce then 
transferred my call to Vince Grecco, who told me that he was the 
owner of Investors Associates. Grecco said that he would sell the 
stock in Universal Self Care, but he snidely told me to enjoy retir- 
ing on Social Security. He said that his company could have made 
me a fortune. I told him just to sell the stock and send me the 
money. 

A few days later, I received a notice that I had bought 5,000 
shares of Universal Self Care at a net cost of $17,360.50. I thought 
this was just a mistake and that I would be receiving my funds in 
the near future from Investors Associates, basically taking him on 
his word that he was sending me the money. 

About 10 more days pass^ and I called Pat Boyce, who told me 
that Universal Self Care stock was not sold from my account. I told 
Boyce that Grecco had ensured me that the stock would be sold. 
Boyce stated that my account had been closed and the stock certifi- 
cates were being forwarded to me. He said I should receive the 
stock certificates in 6 to 10 weeks, at which point I could then have 
the shares sold by a brokerage of my choice. 

I broke down at this point in the conversation and became very 
emotional. I was hysterical and Boyce hung up on me. I composed 
myself and called Investors Associates a short time later. This 
time, my call was transferred to Vince Grecco. He told me that I 
had instructed him to close my account and that it is standard pro- 
cedure with this company to send investors the stock certificates of 
their shares when they close an account. I told Grecco that I want- 
ed the shares in Universal Self Care to be sold. I did not want the 
stock certificates. Grecco told me that it was too late to sell because 
the account had been closed and the stock certificates were in the 
system. 

Shortly after this conversation with Grecco, I went on vacation 
with my family, but I called Grecco every day trying to resolve this 
matter. Grecco told me that there was nothing he could do and that 
he was sorry I did not understand the jargon of the industry. 
Grecco repeatedly told me that he just was following my orders to 
close the account. 

The clearinghouse for Investors Associates on my account was 
Prudential Securities. I finally decided to call the local office of 
Prudential Securities to try to determine the status of my stock 
certificates. I do not remember the name of the person I spoke with 
at Prudential, but he assured me that the stock certificates would 
be forwarded to me as soon as possible. The stock certificates for 
Universal Self Care were subsequently received on or about August 
22, 1995, in the mail by my sister on Long Island. I instructed her 
to take the certificates to the local Waterhouse Securities office and 
have them sold. The 5,000 shares in Universal Self Care were sold 
on or about August 25, 1995, for $14,437.50. 
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Subsequently, I filed a complaint with the National Association 
of Securities Dealers, NASD, in New York. A couple of months 
passed before the NASD conveyed to me that I should pass on my 
complaint to New Hampshire authorities. I then filed a complaint 
with the State of New Hampshire Bureau of Securities Regulation. 
This complaint was finally settled on April 23, 1997, with Pat 
Boyce being ordered to make restitution to me in the amount of 
$2,925 and I nvestors Associates assessed a penalty of $25,000. 

This concludes my story, which obviously has been a terrible ex- 
perience that will affect me in many ways for the rest of my life. 

I thank you for allowing me to share this information with you and 
I would be pleased to answer any questions. 

Senator Collins. I want to thank you, Mr. Poggi, for sharing 
your story with us. 

I want to thank all three witnesses again before we go to ques- 
tions. What you have done today is put the human face on what 
happens when an individual is ripped off by an unscrupulous 
broker. We hear all the statistics and the amount of money that 
is lost, but your testimony does more than anything else to make 
people understand the human consequences when this kind of un- 
ethical and illegal behavior occurs, and in that sense, you have pro- 
vided an invaluable service not only to this Committee but to the 
public, as well. So I thank you for coming forward. 

I do want to ask you just a few questions. When each of you ran 
into trouble, did you know to whom to turn for help? Was it dif- 
ficult to figure out where to go, whether to contact Federal officials 
or State officials or the firm itself? Mr. Poggi, we will start with 
you and go right across the panel. 

Mr. Poggi. Well, to say the least, I was confused and I imme- 
diately did not know where to turn. But just a little bit of research, 

I figured out the NASD was based in New York City and I called 
them and they told me to just handwrite something and get the 
ball rolling. I did not realize about the Securities and Exchange De- 
partment in New Hampshire or I probably would have went right 
to them, because that is where I got my best results. I just want 
to make a note 

Senator Collins. At the State level? 

Mr. Poggi. Yes, at the State level. New Hampshire. As soon as 
this happened, it probably was within days that I went on vacation, 
and here I am spending quality time that I should be enjoying my 
children, I am ready to have a nervous breakdown, because as you 
know, all my money was tied up in cash advances on my credit 
card, so it was not a fun vacation and how do you put a dollar 
value on that? I should be enjoying my children. As a matter of 
fact, I was vacationing in Maine. 

Senator Collins. Good judgment. [Laughter.] 

Mr. Poggi. Right, on the coast of Maine, which is a very gor- 
geous place. I recommend everybody go there. 

Senator Collins. I tell Senator Gregg that all the time. 

Mr. Poggi. Oh, yes. It is beautiful. Here I am, instead of enjoying 
the scenery and my children, I am writing letters and talking to 
Vince Grecco on the phone. It was a nightmare. 

Senator Collins. Mr. Murnan, was it obvious to you where you 
could go for help or was that a difficult thing to figure out? 
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Mr. Murnan. It was not obvious, but it was not really too dif- 
ficult. I know a couple brokers in St. Louis and I called them and 
told them what had happened and they gave me names and ad- 
dresses. Then some of the agencies, when they sent me informa- 
tion, they would also suggest that I contact this agency or that 
agency, which I did. So eventually, I had, I think, just about all the 
agencies alerted and on the case. 

The first thing after I made my initial contact with the NASD, 
I received a call from the L.T. Lawrence and Company complaining 
that I had gone and alerted the authorities of their actions. They 
put this broker on the phone and he started screaming at me and 
he says, you are affecting my ability to make a living by doing this, 
and I said, well, you have affected mine, too, by losing all my 
money. I had conversation after conversation with him and I saw 
it was never going to get anywhere, so finally I enlisted the serv- 
ices of all the other agencies that I mentioned plus my attorney. 
The NASAA and the State agency were most helpful. 

Senator Collins. Mrs. Sprecher, before you hired a private attor- 
ney to help you sort through this maze that you were going 
through, did you know where to turn for help? 

Mrs. Sprecher. I did not know I had any other recourse. I sent 
for a book that was advertised. It was callffl "Legal Problem Solv- 
er" and I was thumbing through this book and I came across 
stocks, and lo and behold, I read about the Pennsylvania Security 
Commission and the NASAA, so I wrote to the Pennsylvania Secu- 
rity Commission and they responded right away. They also said I 
should contact the others, like the NASAA, so I also wrote them. 

Senator Collins. One of my suggestions which I am going to be 
pursuing is it seems to me that the account statements received by 
investors, should include the name, address and the phone number 
of a regulator who could help an investor. I nvestors would then not 
have to research, would not have to wonder where to go. Do you 
think that would be helpful, if I could just get pretty brief re- 
sponses? 

Mrs. Sprecher. If I was aware of what a regulator was. At that 
time, I probably would have seen "regulator" and thought, well, 
that is just something to do with the stock. I would not have known 
to call that number or anything. 

Senator Collins. So it is going to be 

Mrs. Sprecher. It has to be in plainer language than just "regu- 
lator". 

Senator Collins. Right. What I am suggesting is, for example, 
if it said on the bottom of the account statement, if you are having 
difficulties 

Mrs. Sprecher. That would be better. 

Senator Collins. OK. Mr. Murnan, would that kind of change be 
helpful, if on the account statement it had the name, address and 
the phone number of someone you could call if you ran into the 
kind of trouble 

Mr. Murnan. That would be most helpful, and also, I believe this 
would be a deterrent to these people doing it in the first place, be- 
cause now you easily know what to do. I think the way they 
operate 

Mrs. Sprecher. Yes. I think that would be good. 



33 


Mr. Murnan [continuing]. They feel that the average individual 
is not going to know what to do and a lawyer will not take it be- 
cause it is too small, perhaps, so they wind up, a lot of them just 
do nothing and accept the loss. I was so incensed when this hap- 
pened to me, I was mad. I felt like I had been robbed. He could 
not done it much worse with a gun. I just was not going to put up 
with it. I was going to try to get some results from it, which, fi- 
nally, I did, but I was still out half 

Senator Collins. Still at a loss, though. Mr. Poggi, would that 
have been helpful in your case? 

Mr. Poggi. Madam Chairman, I think that would have been 
most helpful. 

Senator Collins. Thank you. I have just a couple of specific 
questions. Mr. Murnan, did Mr. Tropeano, is that how you say it? 

Mr. Murnan. Tropeano. 

Senator Collins [continuing], Tropeano ever discuss with you 
Medaphis Corporation or QPQ Corporation prior to the trading of 
the stock? Did you ever get a prospectus? 

Mr. Murnan. He did not, and for months, I did not know what 
they were, even. A broker in St. Louis, I told him about it and he 
said he would do some research, which he did, and he sent me in- 
formation. 

Senator Collins. What did you find out about QPQ? 

Mr. Murnan. He sent me some data that they had. You know, 
they have data on all companies. He sent me this data and it 
showed that the all-time high for QPQ was $2.25 per share. He 
charged me $2.75 a share, $4,700, which right away is a loss of 
$2,350. It was not too much longer after that that he apparently 
started selling it. This all happened within less than 2 months, the 
buying and all the selling and all the loss. 

Senator Collins. Was that the company that owns pizza parlors 
in Poland? 

Mr. Murnan. Yes. That is what I learned. The company had two 
pizza parlors 

Senator Collins. And you found that out through your own re- 
search? 

Mr. Murnan. They are doing millions of dollars worth of stock. 
This data I received also said that there was much, much insider 
trading, buying and selling of this stock before they hooked me 
with it. 

Senator Collins. Thank you. Mr. Poggi, did your broker ever 
discuss with you the risks of investing in Cheyenne Software or 
ever provide you with a prospectus or other written information 
about the company? 

Mr. Poggi. No. There was no written information about any com- 
pany or any prospectus. The only thing he ever said was that the 
stocks were going to go up and there was no discussion of any risk 
whatsoever. 

Senator Collins. My final question is for Mrs. Sprecher. Mrs. 
Sprecher, it sounds like you were under the impression that you 
were doing business with Morgan Stanley, a well-known, reputable 
firm. 

Mrs. Sprecher. That is right. 

Senator Collins. Is that correct? 
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Mrs. Sprecher. That is correct. 

Senator Collins. If you had known that 

Mrs. Sprecher. No, I would not have ever accepted a company 
that was that weak. Before that, I had been dealing with Bache 
and Company, another great big company. 

Senator Collins. So if you had realized that you were not doing 
business with Morgan Stanley but rather with Manchester 
Rhone 

Mrs. Sprecher. This was taken over by Prudential, another very 
well-known company. I would not have ever dealt with those other 
companies. 

Senator Collins. So you feel that you were misled not only be- 
cause of the unauthorized trades, but you were not even doing 
business with whom you thought you were doing business, is that 
correct? 

Mrs. Sprecher. That is right. And when Mr. Baratta told me 
that Morgan Stanley was actually taking them by helicopter to look 
at something they were interested in in Canada, I was sure I was 
dealing with Morgan Stanley. 

Senator Collins. I want to again thank all three of you. I feel 
bad for the experience you have. Senator Cleland has some ques- 
tions, but Mr. Poggi, did you have something you wanted to add? 

Mr. Poggi. I did not know if we were wrapping it up, but I was 
thinking, when we have something this outrageous, I mean, why 
cannot these young kids which a lot of these brokerage houses hire 
to make these cold calls, to get swifter results in investigating, why 
can they not be suspended upon investigation and get them right 
out of that, get them away from that phone and computer and let 
them sit home wondering if they are going to collect unemployment 
or where their next move is going to be, especially if they know 
they have ripped people like us off? 

Senator Collins. I think you raise a very good issue. I know that 
the NASD is here and the State regulators are here, but I am going 
to make sure that Chairman Levitt also gets a copy of your testi- 
mony, all three statements. I know he will be interested, because 
that is what I am pushing toward, is to have quicker, firmer, more 
severe penalties for brokers who engage in unethical behavior. 

The problem we have now is it is relatively easy to get into the 
brokerage business, to get into the industry. There are no edu- 
cational requirements, as we discussed earlier. There is an exam, 
but if you study enough and cram and take it enough times, you 
are probably going to pass. So really, the broker does not have 
much of an investment in this case. He can just, even if he gets 
out of the business, he has made the profit and that is why I think 
we need a much more severe approach in the zero-tolerance policy 
about which I talked with Chairman Levitt. 

Senator Cleland. 

Senator Cleland. Thank you. Madam Chairman. 

We are just all delighted that you had the courage to come and 
visit with us today. Maybe it will do some good for thousands of 
people out there like you who are, indeed, ripped off, unfortunately, 
just like you, with these shameful, dishonest people. 

Let me just say, I would like to hear again how much each of 
you lost, starting with Mr. Poggi. 
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Mr. PoGGi. Well, I gained $3,000 and then I lost that $3,000 on 
the unauthorized trade and probably about another $3,500 of my 
money from my cash advances on the credit cards. 

Senator Cleland. So you lost a total of, what, about $3,500? 

Mr. PoGGi. Right, out of my own pocket, but that $3,000, as far 
as I was concerned, I earned that and that was mine, too. 

Senator Cleland. You certainly have gone through enough pain. 
You sure have. 

Mr. Murnan, how much money did you lose? 

Mr. Murnan. My investment was $6,040 and I lost $5,748 of 
that, so all but $292, I lost. 

Senator Cleland. Not to count the suffering and the emotional 
turmoil that you went through. 

Mr. Murnan. Yes, that is for sure, the phone calls and letter 
writing and so forth. 

Senator Cleland. Mrs. Sprecher. 

Mrs. Sprecher. About $96,000. 

Senator Cleland. About $96,000? 

Mrs. Sprecher. Yes. I would like to know if the broker houses 
would not have to send— say if you were going to buy a stock, they 
would have to send you like a buy permit that you would have to 
sign and send back to them, especially for the elderly people. Say 
they have to return it within 5 days. That would give them 5 days 
to think about it, whatever somebody wanted to sell them. 

If a broker would ask a person's age and they were of retirement 
age— I do not mean anybody as old as I am, anybody, say, 70 or 
older, they want to buy a stock, unless they are very influential 
and they have dealt and they have made money with the company. 
If you are dealing with another company, a small company, if they 
want to sell you a stock, they could get someone on the telephone 
who would not even be aware of what they were selling them and 
maybe buy it. If they had time to send it to them and look at it, 
maybe a prospectus, maybe tell them what the company did and 
what the earnings were in the last few years, if the person still 
wanted to buy it, they would have to sign a buy certificate and 
send it back. That would give the person, say, 5 days' time to think 
about it and also send them a check for it or whatever way they 
deal with it. 

Senator Cleland. Mr. Murnan, you had a comment? 

Mr. Murnan. I had a question. It would be interesting to know 
how these brokerage houses get your name, your phone number, 
your address, and maybe a Social Security number before they ever 
call you. This practice should be checked into, I think. 

Mrs. Sprecher. Everybody sells names. 

Senator Cleland. One of the things that I have learned in deal- 
ing with securities fraud is, first of aP, just deal with somebody you 
know. 

Secondly, unfortunately, Mrs. Sprecher and Mr. Murnan, the 
people who want to rip people off do focus on those most 
vulnerable 

Mrs. Sprecher. I know. I found that out. 

Senator Cleland [continuing]. And unfortunately, they are the 
elderly and the retired who do have some small amount of dispos- 
able income and then are able to, unfortunately, answer the phone. 
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Then many people are gullible to go ahead and send people money 
that they do not know. That is part of the problem. 

What are some of the steps that you might suggest in terms of, 
say, public education, maybe that the SEC ought to think about or 
the State regulators ought to think about? M r. Murnan. 

Mrs. Sprecher. I did write it down. Now I do not know what I 
did with it. 

Mr. Murnan. I forgot what I was goi ng to say. 

Mrs. Sprecher. I think I just said what I thought they should 
do. 

Mr. Murnan. I have been asked, well, why would you buy a 
stock from somebody that you do not know, and my answer was, 
well, he was good enough to call me at the right time. He came up 
with a good stock that I knew about, felt was a good investment. 
I figured that this business is so well regulated— in fact, I never 
had thought about it, getting ripped off. This is so well regulated 
that it does not matter where you buy it. Callaway Golf stock is 
Callaway Golf stock, if you buy it in New York or Chicago, but that 
proved not to be the case. 

Senator Cleland. Because, unfortunately, there are unprincipled 
people out there 

Mr. Murnan. I know that. 

Senator Cleland [continuing]. Who are determined to rip people 
off. 

Mr. Poggi, what do you think might have prevented your experi- 
ence in terms of, say, investor information or regulatory authority 
that might have helped? 

Mr. Murnan. Do not answer the phone. 

Mr. Poggi. Well, I feel that I should have done a little bit more 
investigating than just going down to their office. They had a nice 
front, and I was going to get in and out real fast and make my 
$3,000. But had I probably sent in or made a phone call to the 
NASD and found out what kind of blemishes they did have on their 
company, that might have been enough right there, and really, that 
is all you have to do, is it is all public knowledge, any broker or 
any company, and it really is up to us to do our homework and find 
out who we are dealing with. It is available. All we have to do is 
call the NASD. 

So if we have the phone number on a bill or something, or like 
they said before, maybe send them— I think you said before, before 
they cold call, send you a piece of literature with phone numbers 
and who you are and everything and that ought to eliminate a lot 
of riff-raff. Then you have those numbers. It is like, hey, here is 
a number. Check me out. Call the NASD and find out who I am, 
or whatever. If they do not, then that red flag goes up and watch 
out. But it is available. 

Senator Cleland. In terms of my experience in Georgia, we al- 
ways advised people to just ask the first question, that was, are 
you licensed by tne Secretary of State in Georgia? That usually 
ended the conversation on these kind of matters. 

Secondly, Madam Chairman, did not the Chairman of the SEC 
put forward a 1-800 number of some kind that he wanted to get 
out? 

Senator Collins. He did, indeed. 
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Senator Cleland. He wanted to receive more and more calls 
there from investors that might have a problem or might want 
some information about investing. 

Correct me if I am wrong. Did I hear that all three of you were 
positive, basically, in terms of your dealing with State regulators? 
You got either a phone call returned or quick response or some 
help or something? Is that right, Mr. Poggi? 

Mr. Poggi. Yes, that is correct. When I contacted the NASD right 
after Pat Boyce had purchased my stock, or the stock that I did not 
authorize, I got right on the phone and I was handwriting a letter. 

I mean, literally, you just have to document something. But I fig- 
ured, now my stock certificates were going to be sent to me and 
Vince Grecco said that that was going to be up to 10 weeks. It actu- 
ally was about 4 to 5 weeks, and NASD did not do anything. I 
think they are inundated with all kinds of problems. I was pretty 
much on a list. 

So it was not until after I had received my stock certificates and 
sold them that I went to the New Hampshire Securities and Ex- 
change and then we really began the fight to get my money back 
and try and get these guys thrown out of business. 

Senator Cleland. Mr. Murnan, what was your experience with 
State regulators? 

Mr. Murnan. Mine? 

Senator Cleland. Yes, sir. 

Mr. Murnan. They were most helpful. In fact, they were instru- 
mental in me going to New York, where the District Attorney had 
a similar program to this and the news media was there. In fact, 
they went into this L.T. Lawrence and Company and went through 
the records and found they had had about 300 complaints, and on 
this particular Tropeano man, they had 15 complaints on him. 
Those were not all in Missouri, I guess, but none of them were re- 
ported. They just all went unknown. 

Senator Cleland. Mrs. Sprecher, what was your experience with 
State regulators? 

Mrs. Sprecher. With who? 

Senator Cleland. State regulators, your State? 

Mrs. Sprecher. Positive. I thought they had sent letters to In- 
vestors Associates and really pushed them. They are out of busi- 
ness now. 

Senator Cleland. OK. 

Mrs. Sprecher. But they just changed their name, as far as I 
know, and they are back in business. 

Senator Cleland. Madam Chairman, I will just wrap up my part 
of the program here by just saying that when I was growing up in 
Georgia as a young boy, I used to watch something called the 'Ted 
Mack Original Amateur Hour" and they used to say, 'The number 
in New York to call is . . . " In this case, we have the Chairman 
of the SEC giving us a 1-800 number for investor protection, any- 
body interested in calling it, 1-800-289-9999. We are not dealing 
with amateurs here. These are professional rip-off people. Thank 
you very much. 

Senator Collins. Thank you. Senator. 

I want to echo the Senator's comments that I think it is highly 
significant that each of these consumers found that when they 
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called State officials, that they got some help. You and I both have 
experience in that area and know what important roles State regu- 
lators play, as well. 

I want to thank you so much for sharing your experiences with 
us today. I know that they have been very painful experiences and 
I really feel bad that you have had to go through this. But through 
your bad experience, I believe we can bring about some improve- 
ments in the system, so thank you very much and good luck to all 
of you. 

Mr. Murnan. 

Mr. Murnan. Could I just tell you one more little thing? 

Senator Collins. Sure. 

Mr. Murnan. To add irony to the end of this, if he had not sold 
my Callaway Golf stock, it would now be a paper profit of $1,000. 

Senator Collins. Is that not awful. Thank you very much. 

Senator Cleland. Thank you all. 

Senator Collins. Our final panel of witnesses this afternoon in- 
cludes J oseph Borg, the Director of the Alabama Securities Com- 
mission and member of the North American Securities Administra- 
tors Association, and Barry R. Goldsmith, the Executive Vice Presi- 
dent of NASD Regulation. We are very fortunate to have this panel 
with us today. They represent the States and, obviously, NASD and 
will be able to provide the Subcommittee with an overview of their 
respective enforcement missions. 

As the witnesses are getting settled, I will continue the introduc- 
tions. The first witness is going to bej oseph Borg. He is, as I men- 
tioned, Director of the Alabama Securities Commission. He is re- 
sponsible for the direction and supervision of the Statewide agency 
involving the registration of securities dealers, agents, investment 
advisors, and investment advisor representatives, as well as the en- 
forcement of civil and criminal statutes under the Alabama Securi- 
ties Commission. He has considerable investigative and litigation 
experience and played a leading role in putting out of business one 
infamous firm, Stratton Oakmont. 

We will also be hearing today from Barry Goldsmith, the Execu- 
tive Vice President of NASD Regulation. In that capacity, Mr. 
Goldsmith is responsible for formulating the enforcement policy of 
the NASD and its over 500,000 individual registered representa- 
tives. The creation of this new subsidiary was one of the several 
major new recommendations made by the Select Committee on 
Structure and Governance, headed by former New Hampshire Sen- 
ator Warren Rudman. 

As I mentioned, all of our witnesses are sworn, pursuant to Rule 
6 of the Subcommittee, so if you would please stand as I administer 
the oath. 

Do you swear that the testimony you are about to give before the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Borg. I do. 

Mr. Goldsmith. I do. 

Senator Collins. Thank you. 

Mr. Borg, we will start with you, now that we have had all these 
accolades to State regulation. 



39 


TESTIMONY OF J OSEPH P. BORG,i DIRECTOR, ALABAMA SECU- 
RITIES COMMISSION, AND MEMBER, NORTH AMERICAN SE- 
CURITIES ADMINISTRATORS ASSOCIATION, INC. (NASAA) 

Mr. Borg. Thank you, Madam Chairman and Senator Cleland. 

I amj oe Borg, Director of the Alabama Securities Commission, and 
I do, on behalf of NASAA, welcome the opportunity to participate 
in your oversight hearings on the growing problem of fraud in the 
sale of small company stocks. 

I am representing NASAA, which has led numerous enforcement 
efforts in this area, and I commend you for the timeliness in hold- 
ing a hearing on this important subject. As mentioned by Chair- 
man Levitt and Senator Cleland earlier, I believe, over one in three 
households now are investing in the capital markets, up from 1 in 
17 in 1980. Securities fraud has a profound impact on a great num- 
ber of working families. That has been demonstrated here just a 
few moments ago. 

I have been involved in the securities markets for about 15 years 
as a partner in a law firm, as a State securities regulator, and as 
an actual investor. I am here today to discuss the very serious and 
growing problem of fraud in what has been termed the micro-cap 
market. Daily, it threatens investors across the United States with 
losses of millions of dollars. 

Moreover, in my opinion, this threat casts a shadow on every fi- 
nancial institution in our markets today. One of the unreported 
costs of this problem is the millions of dollars intended to se^ new 
businesses that end up in the pockets of swindlers rather than cre- 
ating new jobs, and its consequences are also increased distrust of 
the markets by the grassroots Americans that support the entire 
market. 

I am actually speaking about the efforts of small unscrupulous 
firms who use sophisticated scripts and an army of cold calling so- 
licitors and brokers to sell micro-cap stocks to investors by any 
means, including false and fraudulent misrepresentations, dis- 
honest and unethical sales practices, and I would agree with Sen- 
ator Cleland, as the neighboring State, we call it like you call it. 
It is lying, cheating, and stealing. 

On May 29, 1997, at a news conference with the New York and 
New J ersey Attorneys General, NASAA announced that 20 State 
securities agencies had filed 37 actions against 14 of these firms. 
That announcement was phase one of what is going to be and will 
continue to be the biggest nationwide crackdown ever by the States 
aimed at brokers fraudulent selling stocks over the phone. 

That announcement resulted from a directive from the NASAA 
office that created a strike force represented by 12 States. In Feb- 
ruary, audit teams comprised of examiners from these States 
struck five preselected firms in the New York metropolitan area. 
Concurrently, other States conducted similar investigations, and 
ultimately, 20 States participated in the actions, with NASAA serv- 
ing as the coordinating council for this nationwide crackdown. 

One of the targets, the brokerage firm of Investors Associates, 
was subject to 15 State actions. To date, Alabama, California, Indi- 
ana, Massachusetts, New Hampshire, Oklahoma, South Carolina, 
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and Texas have revoked the license of Investors Associates and 
Ohio recently denied its application for a license. 

State securities examiners confirmed that employees of the tar- 
geted firms pressure their victims into buying stock in unknown 
companies by reading from scripts. The brokers and cold callers 
know little or nothing about the companies they are paid to hype. 

I would like to add at this point that these cold callers are unregu- 
lated, unlicensed. 

Here is an excerpt from one of the scripts taken from a trash can 
at a brokerage house on Long Island. It is the sale of micro-caps 
that is a planned and choreographed production. In fact, the script 
begins with the stage instruction to "speak slowly and non- 
chalantly". Here is what they say. 

'Two or three times a year, we at Investors Associates get our 
preferred clients involved with a niche area of the market where 
we can potentially turn a 6, 7-figure profit within the course of a 
few trading hours, more specifically, what we call initial public of- 
ferings." Now, after providing a little detail about a particular 
stock, which is generally hype, the script goes on to say, "In other 
words, a return of 100 percent in 20 minutes perhaps sounds a bit 
unrealistic, but that is exactly how our IPOs work. We did three 
deals last year, yielding collectively 34 points within the first 10 
days of trading and that is a fact." That is out of the script. 

Of course, once enough shares are sold and the price is driven 
high enough, insiders sell the stock, creating a price slide, making 
fortunes for themselves and wiping out the savings of innocent in- 
vestors. In the vernacular of the industry, this is called the pump 
and dump. Although the unknown companies being peddled are 
small, it IS not their size that is dangerous but the dishonest way 
that their stock is represented and sold. 

I n the course of NASAA's sweep. State examiners discovered four 
systemic abuses by the targeted firms. These include, first, trading 
abuses, and you have heard this today. Our examiners found an 
army of unlicensed solicitors who are accused of falsifying records, 
conducting unauthorized trades, and failing to complete trades. 
These are the tools of stock manipulation and securities fraud. 

Second, failure to report investor complaints. State examiners 
found hundreds of unreported investor complaints. Most of the of- 
fices audited failed to have centralized proc^ures for handling and 
reporting customer complaints, as required by regulation. The con- 
sumer complaints were just gathering dust in some corner or on 
some shelf, totally ignor^. 

Third, evasion of broker-dealer registration requirements 
through the use of third-party franchise agreements. Rather than 
acting as a legitimate branch of a broker-dealer, these franchises 
operate independently with no central compliance, no supervisory 
procedures, no oversight, as is generally the industry practice. 
While they operate independently, they do not have independent 
capital nor independent bonding upon which the investing public 
can rely. When a broker-dealer or its satellite offices are not prop- 
erly registered, that is a sure sign that something is terribly wrong. 

Fourth, abusive cold calling practices. Most of the firms and 
branches relied on high-pressure scripted telephone cold calling 
techniques that include falsifying experience and performance as 
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well as other outright lies. This is the key to the scheme. Without 
the high-pressure cold calling, the rest of the illegal scheme would 
never succeed. 

Again, we are talking about a small segment, a very small seg- 
ment, of the broker-dealer industry. However, the dollars are phe- 
nomenal. 

Unquestionably, as you heard from one of the witnesses earlier, 
the use by unscrupulous broker-dealers and their agents of a pres- 
tigious type New York, Wall Street-type name and address still 
tends to create an air of legitimacy and the promise of a golden op- 
portunity, not only for the unwary or inexperienced investor but, 
in my experience, in many cases also for more well-educated and 
more sophisticated investors. This is especially true when the less- 
er-known brokerage firm markets a recpgnizable clearing firm 
name as a way to impress investors and gain their confidence. This 
is a confidence game. 

I am confident. Madam Chairman, that these hearings will un- 
cover numerous examples of high-pressure boiler room sales prac- 
tices, misrepresentations, unsuitable sales, failure to execute 
trades, trading in accounts without authorization, and in a number 
of cases, out and out threats. 

But I do not want to focus on more problems of the victims and 
what type of problems they incur, but I would like to take a mo- 
ment to go through a specific detailed study to show how the ma- 
nipulation occurs and also to present for your consideration indica- 
tions of generational networking among these firms. We are going 
to talk a little about a history and progression of networking that 
continues unchecked today. 

Looking at the Steve Madden chart— now, Steve Madden is the 
name of a shoe company that was brought public by IPO— there 
was a big group of States, including a major player from Senator 
Cleland's State of Georgia, that worked on this project. Looking at 
this chart, you will notice, for example, that the time line shows 
the creation of 10 million shares of stock from 200. Now, this is all 
prior to public offering and before the public gets involved, 10 mil- 
lion shares from 200. At the same time, a $100,000 bridge loan was 
made by three individuals who are the principals of Stratton 
Oakmont, or were the principals. 

As we go through the chart, a plan and scheme of bridge loans 
and transitional shares, inside purchasers— the first initial shares 
were sold to 16 purchasers, 12 of whom were Stratton Oakmont in- 
siders. The bottom line is, the stock went from less than $.50 a 
share to an offering price over $5 to the public, with the insiders 
making a profit. What is not shown at the IPO level, when it goes 
out to the public, there was $5.1 million of promissory notes still 
owed to the principals of Stratton Oakmont. 

What came to my attention this morning is that those principals 
are now trying to collect on that $5.1 million. I am not sure what 
effect that will have. I did notice that last Thursday, there was a 
filing with the SEC for Mr. J ordan Belfort, the former principal of 
Stratton Oakmont who has now been barred from the industry, to 
acquire almost 900,000 shares more. The cost or source of funds 
was undisclosed. I do suspect it is those promissory notes that are 
now showing up at this late date. 
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If we could change the chart, I would like to point out that of 
the Steve Madden initial public offering of $12,500,000, 52.3 per- 
cent went to insiders and friends of the insiders. I suspect that 
most investors, if they knew that almost $.52 of their dollar was 
going to the pockets of investors, would have a second thought 
about investing in that company. 

What that first chart does not indicate is the effect of that $5.1 
million, that if it gets collected, if it has to be paid from Steve Mad- 
den assets, the proceeds to the company will decrease from 52.3 to 
11.3 percent. We are talking, out of $12 million, only $1.5 million 
getting to the company, supposedly to increase the company's earn- 
ing capacity and make a return for the investors. 

If we can go to the next chart, I would like to point out this chart 
here is a generational networking analysis. Under Stratton 
Oakmont, I have three individuals, the first of which is J ordan 
Belfort. Mr. Belfort came from Investors Center. The idea behind 
this chart is, if you track agents, starting at First J ersey and work- 
ing all the way down. First J ersey being the Robert Brennan noto- 
rious penny stock promoter, and going all the way down, agents be- 
come principals, get barred from the industry after making, in Mr. 
Jordan Belfort's case, about $84 million, and move on to their 
agents, who become sales professionals and then form their own 
companies, and it continues on and on and on. 

The conclusions are obvious and inescapable. You cannot ignore 
them. The abuse in this area continues to grow. As regulators pur- 
sue and shut down one firm, another or even several emerge to 
take its place. The lying, cheating, and stealing, as Senator Cleland 
stated earlier, continues unabated. 

Thankfully, Stratton is gone. Belfort is out of business, and so is 
the other principal, Danny Porush. Flowever, this does not solve 
the problem, and it is said that those who do not learn from history 
tend to repeat it. I think we have been repeating history. 

These losses are unacceptable, and unless regulators are given 
necessary enforcement tools and resources to strike at the indi- 
vidual agents with both civil and criminal sanctions, the infestation 
in our markets will continue. We must discourage rogue broker en- 
trepreneurs by bringing criminal cases. Prosecute the trainer. Let 
it be known that the cost of business just went up. 

Rogue brokers of firms will agree to pay a civil fine of $100,000 
or even $1 million as the cost of doing business as long as they can 
continue to bilk the investors of tens of millions of dollars. Again, 
this is just unacceptable. 

We have heard that $6 billion is lost through these fraudulent 
practices. Whether that is high or low is immaterial. Those kind of 
losses of any type of amount is unacceptable. 

We would recommend three phases. Front-end protections, for 
example, would be important. We recommend that the SEC con- 
sider adopting the use of State enforcement actions to disqualify 
persons based on those State orders by interpreting the language 
in Section 3(a)(39), which States basically that the Commission can 
utilize "other appropriate regulatory agency information". That 
could mean State security agencies. If the State has issued an 
order against a broker-dealer or a broker-dealer-agent, I see no rea- 
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son why that cannot be used by Federal prosecutors or Federal 
agencies or the NASD as a disqualifier. 

The continuation of State licensing procedures is absolutely im- 
portant. It is the first barrier against entry of fraudulent brokers 
and broker -dealer-agents into the market. This is absolutely crit- 
ical, I think, and I commend Chairman Levitt for recognizing the 
importance of State licensing authority. 

Ongoing protections, we would recommend that the role of the 
clearing firms be examined. It is important that clearing firms 
have some responsibility to the industry and the investors for 
whom they clear. Also, a disturbing trend has been in the area of 
omnibus clearing arrangements, which are so generalized as even 
the clearing arrangements do not know who they are clearing for. 
We are very seriously concerned about this trend. 

Also, books and records. There is a proposed rule for books and 
records requirements for broker-dealers under the Securities Ex- 
change Act of 1934, which was originally released October 22, 1996. 
The SEC, in my opinion, has recognized the importance of books 
and records for use by the States in regulatory and enforcement ac- 
tions. We believe the time is ripe for SEC adoption of a meaningful 
and agreeable Federal books and records rule that closely tracks 
the October 1996 release. 

Lastly, after the fact. SI PC is 27 years old. It is time for a re- 
view. This Act has not been amended since 1970 and the question 
is, is the protection still sufficient coverage for the investors? 
Should consideration be given to raising the payment levels, and 
should actions other than a firm's financial failure be the cause to 
trigger coverage? 

Lastly, I am pleased by Chairman Levitt's comments recognizing 
the value of State licensing powers, which authority is on the fore- 
front of protecting our markets and investors, and I am ecstatic 
that the Chairman today announced a new drive to combat this in- 
sidious problem. I can assure Chairman Levitt and this Committee 
of my and my colleagues at NASAA's commitment to assist in the 
war to protect the markets and the investors because these mar- 
kets and these investors have served our great country so well. 
Thank you. 

Senator Collins. Thank you, Mr. Borg. 

Mr. Goldsmith. 

TESTIMONY OF BARRY R. GOLDSMITH,^ EXECUTIVE VICE 
PRESIDENT, NASD REGULATION, INC. 

Mr. Goldsmith. Thank you. Chairman Collins. I am very pleased 
to be here and thank you and the rest of the Subcommittee and 
Senator Cleland for the opportunity to testify about the micro-cap 
fraud problem in U.S. markets and our efforts to address it. 

Sitting here today listening to the three investor witnesses who 
preceded me has done more to convince me than anything I have 
heard at this hearing that we, as regulators, need to do more. We 
have to look at fresh approaches at addressing this problem. 

I readily acknowledge that there are some dishonest individuals 
and firms in the securities business today. Flowever, let me also 
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say that the overwhelming majority of securities professionals and 
individuals in the industry today are honest and ethical and treat 
their obligation to comply with the law seriously, and as they 
should, put the individual investor's interest first. 

The problem firms that we have heard about today represent a 
tiny portion of the more than 5,500 securities firms in this country 
and are, for the most part, firms that concentrate their activities 
in the securities of thinly-capitalized micro-cap companies. While 
many of these smaller companies offer good invesment opportuni- 
ties for public investors, sales of securities of these companies are 
also susceptible to the abusive practices that we have heard so 
much about today. We see too much in the way of misrepresenta- 
tion, manipulation, phony guarantees, phony promises and unau- 
thorized trades. It is in this area, of micro-cap thinly-traded securi- 
ties, that we see the greatest growth in fraudulent activity today. 

I would like to spend a moment talking about NASD Regulation's 
enforcement record. As these hearings demonstrate, we have to re- 
double everything we have been doing in the past. NASD Regula- 
tion has already begun to do so, with major investments and new 
staff and surveillance systems being made now and budgeted for in 
the future. These enhancements have increased both the numbers 
and impact of our enforcement actions, as well as the effectiveness 
of the sanctions we have obtained. 

I have described some of our recent enforcement actions in my 
written testimony. We have sanctions guidelines that are now 
under review and are going to be totally revamped. Last year, we 
brought 1,200 disciplinary actions, threw nearly 400 brokers out of 
the business. This year, we are running about 18 percent ahead of 
that in terms of barring individuals from the business. 

The priority in every case that we bring against offending firms 
and individuals is to make restitution to injured investors. In two 
recent micro-cap cases that we brought just last month, D.H. Blair 
and GKN Securities, more than 4,300 investors in 48 States will 
receive more than $3.8 million in restitution and interest. 

Stratton Oakmont, a firm that we heard so much about today, 
was thrown out of the business by NASD Regulation in December. 
This is a prime example of how the States and the SROs and the 
SEC can work together. The NASD decision expelling Stratton 
Oakmont specifically made reference to securities actions brought 
by 19 States, including the State of Alabama. I am against regu- 
latory duplication, but in certain cases, a little duplication is not 
a bad thing. 

The Subcommittee has expressed particular interest in how we 
assure that past offenders do not repeat their violations. We accom- 
plish this by giving regulators and investors information on past 
violations, punishing repeat violators more heavily, closely moni- 
toring the firms that hire past violators, and requiring heightened 
supervision of any brokers with a significant disciplinary history. 

Our sanctions guidelines already provide for significant esca- 
lating sanctions against recidivists. Where we see barred brokers 
reappear on the fringes of our industry as unsavory stock pro- 
moters and people who are beyond our jurisdiction, we refer those 
cases to the SEC and to criminal law enforcement authorities. 
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We cannot arrest people. We cannot put people behind bars. But 
the NASD has the manpower and the technical expertise to assist 
criminal prosecutors around the country to do their jobs. Recently, 
we have noticed increased interest by State and local criminal pros- 
ecutors in tackling these cases. With appropriate training and help 
from the regulators, we believe they can do just that and these 
cases are going to be brought. 

We have made micro-cap a prime focus of our regulatory pro- 
gram, but we have to do more. The NASD is actively studying this 
market, particularly the over-the-counter bulletin board, where 
many of the securities that we heard about today are traded. We 
are going to make the changes that are necessary to address the 
problems we see. 

While the bulletin board provides a marketplace with real time 
price and volume information, investors need to have access to 
more accurate and current information about the companies whose 
shares trade there. Too often, the only information investors have 
is the misinformation and hype posted on a stock promoter's Web 
page or the pie-in-the-sky promises made by brash cold calling bro- 
kers. 

We are going to propose a number of initiatives in that area. 
First, we must take a hard look at whether there should be higher 
threshold standards for including a stock in the over-the-counter 
bulletin board. We will look closely at whether a company that is 
either unwilling or unable to provide full and timely disclosure of 
information to the public and to regulators should be given 
quotation visibility on this electronic medium. Such a proposal 
could limit quotation on the OTC bulletin board to companies pro- 
viding and filing periodic reports with the SEC and other financial 
regulators. 

Second, we are going to work with the SEC to strengthen the 
tools that we have to keep the shares of bogus companies from 
being traded in the over-the-counter market in the first place. This 
can be accomplished by toughening and clarifying the rules we 
have to prevent broker-dealers from initiating or continuing to 
quote an OTC security when they do not have current, reliable fi- 
nancial and other information about the issuer. 

Third, we are also considering a rule to prohibit a broker from 
recommending an OTC security unless he or she also has first re- 
viewed the issuer's current financial statements and believes that 
they are accurate. 

Fourth, we are considering rule changes that would place tough 
new requirements on brokers, beyond the existing suitability re- 
quirements, to confirm with their customers that purchases of 
these types of speculative over-the-counter securities are suitable, 
given the customer's age, experience, and investment objectives. 
We are looking at requiring brokers to disclose to their customers 
specific information about these types of investments and explain 
to them the differences between the over-the-counter market and 
the Nasdaq stock market. We will determine if there is an in- 
creased need for regulation on the operation of the bulletin board, 
such as to give the NASD the authority to halt trading or halt 
quotes of securities under certain circumstances. 
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Finally, we must be more proactive in educating investors on the 
specific and unique characteristics of the OTC equities market. We 
have already begun a program to educate investors about the OTC 
bulletin board, the pink sheets, and other quotation media. 

I would like to talk about some of the new rules that we have 
initiated and those that we are proposing and have under consider- 
ation. We feel that these rules will have a very strong impact on 
investor protection in this marketplace. First of all, with respect to 
clearing firms, a focus of these hearings, and we have heard testi- 
mony today about how one of these brokers used Morgan Stanley's 
name in order to attract Mrs. Sprecher to invest. The focus of these 
hearings has been the increasing responsibility of clearing firms for 
notifying regulators of problems with introducing firms. 

We are working closely with the SEC and the New York Stock 
Exchange, to impose new reporting responsibilities on brokers that 
clear trades for these smaller firms. These proposals would require 
clearing firms to provide information that will allow self-regulators 
to better monitor the smaller firms for which they clear trades— 
the introducing firms. 

Our boards will soon be considering proposals to require clearing 
firms to report to their designated examining authority, either the 
NASD or the New York Stock Exchange, the written complaints 
that they receive on introducing firms and to forward these com- 
plaints to the introducing firms, as well. This will help get at the 
problem that Mr. Borg identified of complaints that are being deep- 
sixed and put on shelves that nobody sees. This is a double check 
and additional information that we need. 

I would like to talk about taping. Taping has a salutary effect. 
When we succeed in putting a recidivist firm out of business, we 
think that our job is not over. We have heard testimony today 
about principals of firms who we expel turning around and forming 
new firms under a different name, or other times the firms move 
en masse to a branch office of an existing firm. When a large num- 
ber of brokers like these become employed at another broker-deal- 
er, this raises a real risk that their new firm will have significant 
sales staff who may not yet have forgotten their old bad habits. 

In addition to our other enforcement efforts against repeat of- 
fenders, the NASD board this month sent to the SEC for its review, 
and hopefully approval, a rule that would require brokerage firms 
to tape all customer sales calls for 2 years if a specified percentage 
of the firm's brokers worked for firms that have been expelled for 
telemarketing fraud or sales practice abuse. 

Cold calls, telemarketing, we have heard stories today that turn 
my spine cold about cold calling. These tactics are often used to in- 
duce investors to purchase stock over the telephone from a broker 
they do not know and probably would not want to know if they met 
him or her. We have adopted telemarketing rules, and in a related 
initiative, we now have out for comment to our members a rule 
that for the first time would require all persons who make cold 
calls to be registered security sales representatives. 

Right now, as I speak, there are firms who are using unregis- 
tered staff, people who do not have to pass NASD examinations or 
undergo the education that is required to make calls to investors. 
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The proposed rule will assure that those making the cold calls are 
aware or our rules and subject to our regulation and sanctions. 

We are also developing a new Internet search engine that will 
help combat Internet fraud, and obviously we are working on new 
initiatives to give investors more information that they want. One 
of the comments that Chairman Collins made about putting phone 
numbers on brokerage statements is something that I definitely 
want to consider. Right now, we are talking to a number of major 
utilities on the East and West Coasts to use envelope stuffers to 
put this kind of information in the hands of the type of audience 
we must reach. We need to be marketers. We neecT to be effective. 
Publishing an 800 number that nobody remembers is not enough. 
We need to do more. 

I would be happy to respond to any questions you might have. 

Senator Collins. Thank you very much, Mr. Goldsmith. 

I commend you for the steps that the NASD is taking to further 
regulate the bulletin board, to look at that issue, since I think a 
lot of people, given the bulletin board's link to Nasdaq, assume that 
it provides the same kind of stability in terms of disclosure and 
listing requirements as the other NASD markets. I also commend 
you for the other rule changes that you have just described to us 
that are under consideration involving among other clearing firms 
and cold calling. 

But as I said to Chairman Levitt, in the end, I think this comes 
down to an issue of the confidence and the ethics of the people in 
the industry. As I said in my opening comments, the vast majority 
of brokers, and you have underscored that, are ethical. We do have, 
however, a persistent minority that no matter what we seem to do 
from a regulatory or legislative perspective just keep popping up 
and that is why I want to pursue with you the questions that I 
asked Mr. Levitt. 

I am not kidding when I say that in the State of Maine, it is easi- 
er to get a license to be a stockbroker than it is to become a cos- 
metologist. A cosmetologist has to have a high school education, 
has to have undergone specialized training, has to take both a writ- 
ten exam and a practical exam, has continuing education require- 
ments every 2 years, and yet, obviously, the consequences of some- 
one who is a licensed broker for an unwitting, unsophisticated 
investor who is given bad investment advice are so much more se- 
vere. 

Do you think that the competency levels for brokers are suffi- 
cient? Is entry into the industry too easy? 

Mr. Goldsmith. I really do not think that the problem rests with 
how difficult the exam is. In fact, we brought cases, I believe, 
against 52 individuals who felt that it was too difficult and they 
got somebody who they paid to take the exam for them. That is 
something that, hopefully, will not happen again. 

But I think what we need to do, I agree with your comment 
about increasing sanctions for the bad apples. We see too many 
cases where firms, as a cost of doing business, will pay $1 million 
fines and go on to, in a sense, rob Peter to pay Paul. Even in cases 
where arbitration systems are set up, we sometimes find that these 
firms are paying old investors 10 cents on the dollar with new in- 
vestors' money. 
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I do not think, though, that toughening the exams wiii nec- 
essariiy stop that probiem. i think you hit it on the head, that 
these are reaiiy ethics we are taiking about and we have a iot of 
very smart crooks in the business who wouid be abie to pass just 
about any reasonabie exam that couid be taken. 

So i think we need to concentrate on getting the bad peopie out, 
educating investors, and iooking hard at cases and saying, is this 
a firm or is this an individuai that we want to, in a sense, iive an- 
other day with other investors, or are we going to draw the iine 
here and try to get them out of the business? Sometimes with num- 
bers of cases and burdens, it is something you have to iook back 
on and make the decision to bite the buiiet. 

Senator Collins, i think that is a criticai issue, i think the 
NASAA issued a report that was quoted in the House report accom- 
panying the 1990 penny stock iegisiation that said in one study, 
something i ike 83 percent of the peopie who were working for firms 
with troubie had a previous history of vioiations of securities iaws. 
That again raises the concern to me of whether we are tough 
enough and whether we shouid have a zero toierance poiicy. For 
exampie, if there is a serious breach of ethics, you are out, or you 
are at ieast out of the industry for a significant period of time. 
What is your reaction to that? 

Mr. Goldsmith, i think, as i said, our sanctions guideiines are 
being reviewed from top to bottom. We have a committee made up 
of staff members, industry members, and committee members, 
iooking at our guideiines. i think there has been an appreciation 
that we have ratcheted up our sanctions. 

We have aiso, as part of the joint reguiatory saies practice sweep 
that the SEC, NASAA, and the NASD did iast year, issued a notice 
to members requiring heightened supervision of brokers with dis- 
ci pi inary histories. And one thing we are doing that i think has a 
very benefidai effect, particuiariy now as CRD is going to become 
more investor-friendiy and enabie investors to get information on 
brokers, is bringing cases and driiiing down to iow ieveis in terms 
of brokers. We are not just suing the top two or three peopie in the 
firm. 

A.R. Baron is a case that we have heard a iot about. There have 
been indictments by the Manhattan District Attorney's office and 
we have sued 23 brokers there. GKN, a case i mentioned, 29 bro- 
kers. H.j . Meyers, which i think is right there on Mr. Borg's chart, 
more than 35 brokers. What we want to do is tag these brokers, 
and these may not be brokers who have committed capitai offenses, 
but tag them with disci pi inary histories so when they go from firm 
to firm, that is known to their new firms. When investors get a caii 
and want to check out the broker, they wiii see that this is a broker 
who has been disci pi ined. That is something, i think, that is going 
to have an effect. 

Senator Collins. Let me foiiow up on that very point. You just 
mentioned A.R. Baron, and in your testimony you mentioned en- 
forcement actions taken against Hibbard Brown. These are firms 
that, it is my understanding, are no ionger in business, is that cor- 
rect? 

Mr. Goldsmith. Yes. 
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Senator Collins. With respect to each of those firms, do you 
know how many brokers worked for the firm and how many of 
those brokers are still in the industry? You mentioned that you are 
suing further down, but are a lot of the people who worked for 
those two firms still in the business and are they subject to any 
sort of special ongoing scrutiny by either NASD or their new firms, 
if they are still in business? 

Mr. Goldsmith. A firm that we expel, our taping rule, if it is ap- 
proved, will come into effect. And one thing that we do, we have 
an examination program and we had over 2,400 main office exams 
last year and cause exams based on customer complaints, 5,200. 
When our examiners go into firms, we are aware of the brokers 
who are there and we are aware of their past affiliations and those 
are red flags for us, as well. 

So we do keep track of where brokers go. I think you will find 
that in many of these firms, particularly some of the younger bro- 
kers end up going into the used car business when their firms go 
out of business. Also there are a fair number that just scatter. But 
sometimes we hear that there is a nucleus of brokers going to firm 
XYZ. We will go into that firm and we will look around. It is a 
piece of regulatory intelligence that I think is very important and 
one that we use. 

Senator Collins. Mr. Borg, earlier today, and I know you were 
here for the testimony of our consumer witnesses, we heard two of 
the witnesses, Mrs. Sprecher and Mr. Poggi, were the victims alleg- 
edly of outrageous conduct by a firm call^ Investors Associates. I 
wondered if you are familiar with the firm, whether or not you 
know what its status is now and whether there was a sufficient 
regulatory response, in your judgment. 

Mr. Borg. Investors Associates was suspended, their license re- 
voked in Alabama, I believe either December of 1996 or j anuary 
of 1997. It is my understanding that Investors Associates still 
maintains its NASD license. Its license has been revoked in at 
least 10, perhaps 12, States, and some of the people of Investors 
Associates have moved on to other firms, including some of the 
folks that were mentioned today. 

I would point out, as I was listening to the testimony today, I 
recognized a number of these names, these individuals, such as Mr. 
Baratta, who came from Investors Center, which is on the chart, 
and Mr. Bleich, who came from Duke Associates, and Mr. 
Tropeano, who came from Continental Brokers, which is on a sub- 
sequent chart in the submitted materials. Mr. Grecco is well 
known. He is both from Investors Center and Stratton Oakmont. 
So this, I think, proves the point. Mr. Spitzer was also mentioned 
as one who took over the Sprecher account. He is formerly with 
GKN. So I think this shows the pattern that goes on. 

Has there been sufficient response? That is a tough question. I 
do not believe— I would prefer a stronger response, and I think, as 
this program of working together on the micro-cap attack, as 
Chairman Levitt mentioned today, including joining with the 
NASD, perhaps the State concerns on the extent of the regulatory 
attack can be increased, especially if there are some other indica- 
tions, such as cold callers who have to be registered. 



50 


If they are not registered, they are not on the CRD. If they are 
not on the CRD, I do not know about them and there is nothing 
I can do except bring a criminal action. I cannot revoke the reg- 
istration or suspend it; they are not licensed. So I am pleased to 
hear Mr. Goldsmith today talk about enforcing a regulation or pro- 
posing a regulation to that extent. 

I do think that regulatory actions by the SEC, the NASD, and 
the States— we fall into this category, as well— in the past have 
concentrated on the principals and the firms. I do not think that, 
historically, any of the regulatory agencies really recognized the 
progression, as you will, or the generational networking that ex- 
isted until recently. 

I do believe that there has to be greater response up front prior 
to the time, for example, that Mr. Belfort and Mr. Greene, who are 
on their yachts now, have taken several hundred million dollars 
and are now out of the business. It is a little late. 

Senator Collins. It is incredible to me— and your tracing the 
patterns of employment of these individuals just underscores the 
point— it is incredible to me that these rogue brokers can just k^ 
popping up over and over again and that we are not taking action 
to bar them from the industry. I am just perplexed by that, because 
you know that they are going to go on to victimize other people, 
similar to the people we have heard from today. 

Mr. Borg. And that is why I recommended that if the NASD and 
the SEC could utilize a State order, to the extent that it could uti- 
lize orders between NASD and SEC, to prevent these brokers from 
continuing in the industry or at least suspend their operations 
until such time as a full review could be made, I think that would 
go a long way to preventing the further transfer from place to 
place. 

Unfortunately, the CRD system does not trigger our notice at the 
State level until there is a firm transfer, and if it is a mass trans- 
fer, then that means we have to go through one by one, and we try 
to do that, but the States do have limited resources. 

That is why it is so important, and I heard Chairman Levitt 
state today that they have all this information, but it is hard to 
prosecute. Well, it is easier for the States to prosecute, but I do not 
have the resources and information he does. It is a combination of 
the SEC and the NASD, with their resources and their information 
and their expertise and our ability to get into State court in a 
quicker manner, perhaps, than the U.S. Attorney's Office or the 
Department of j ustice, but a combination of all these factors is 
what it is going to take to drive these people out of business. 

Senator Collins. Thank you. 

Senator Cl el and. 

Senator Cleland. Mr. Borg, it is good to see you. 

Mr. Borg. Thank you, sir. 

Senator Cleland. Mr. Goldsmith, thank you very much. 

Let me just follow up on that point. I think you really hit the 
nail on the head there. I mean, what we have here is a troika with 
the SEC and then the NASD and then the States, three levels, cer- 
tainly two levels of government and one involving the private sec- 
tor there, all having to work hand-in-glove to track down and nail 
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and prosecute and put in striped suits— broad stripes— bad guys or 
bad gals. They are pretty elusive. 

I can remember being Secretary of State in Georgia. We put to- 
gether a 6- State task force to crack down on some boiler rooms out 
in Orange County, California. You just referred to a 20- State ef- 
fort— was it not 20 States? 

Mr. Borg. Yes, sir, the May sweep. 

Senator Cleland. Yes. I think that is quite incredible. 

I just want to come back to the role of the States. Obviously, you 
have some defenders here who think the role of the States ought 
to be a strong one, but you just mentioned right there at the end 
your ability to get into State court quickly if you had some help 
from others, NASD or the SEC in terms of information. Is that cor- 
rect? 

Mr. Borg. Yes, sir, I believe so. My State brings a number of ac- 
tions every year. I think last year, we brought 30 criminal actions. 
I have something like 36 or 38 defendants awaiting trial right now 
on charges, not necessarily micro-cap but general securities fraud, 
whether they are non-existent stock or investment advisors who 
have ripped off pension accounts. 

But the thing is, on this micro-cap, because of the time and effort 
it takes— you may recall that time line on the Steve Madden chart 
with the creation of the bridge units and the selling of the private 
placements. This is information that is the expertise of the NASD. 
If that could be combined with getting the complaints to us 
quicker, because sometimes they do end up at the NASD as op- 
posed to the States, we would like to facilitate a greater exchange 
of that information, and I think we are doing it. It has started on 
a district level. 

Then if the NASD would refer to us those complaints as soon as 
they hit and if we can find sufficient basis in our State law, I think 
the Attorney Generals or the District Attorneys, or in our agency 
case, we prosecute our own cases most times with the assistance 
of the DAs and the AGs, we could get into court a lot quicker on 
a good criminal case. 

In some cases, the determination may be there is not quite 
enough to meet the burden of a criminal case, because as you 
know, it is a much higher burden than revoking a license or sus- 
pending them from business, and that is a decision that is going 
to have to be made on a case-by-case basis. 

But with the information from the SEC and the NASD, combined 
with the cop on the beat, as Arthur Levitt has referred to the 
States, abilities to get into court, I think you would see an increase 
in criminal prosecution. I think you would also see a speeding up 
of the process of revocations of licenses and suspensions, and if the 
SEC and the NASD would honor those suspensions of licenses, I 
think you would see a quicker response. 

Senator Cleland. Do you think criminal prosecution is the ulti- 
mate deterrent? 

Mr. Borg. Yes, sir. If I can give you a quick example of what I 
think happens, and I was not a personal witness to this, but one 
of the people we interviewed with regard to the Stratton case indi- 
cated that at one point in time, one of the principals in the boiler 
room, which is a big board room where they had 250 to 300 people 
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making cold calls, which, by the way. Senator, they made a million 
calls a month. We took 18 months of their records 

Senator Cleland. That is more than I raised in soft money. 
[Laughter.] 

Senator Cleland. Strike that from the record. I am kidding. 

Mr. Borg. But at one point in time, there was a fine levied or 
there was an action brought and one of the principals got up on 
the table to announce that one of the regulators had taken this ac- 
tion or had fined them a certain amount and the report goes that 
everyone, "Awww." And then he announced, "But, in the same 30 
days, we made $10 million," and everybody went, "Yay." So, no, 
there is no sufficient response in a civil proceeding if they can pay 
you $1 million and steal $5 million. It is a cost of doing business. 
Therefore, I think the proper response would be a criminal action, 
and you have to get past the principals to the agents to deter new 
agents if they think there is a possibility of going to jail. 

Senator Cleland. What do you think about this concept of zero 
tolerance the Chairman mentioned and Mr. Goldsmith is interested 
in and made a comment to the New York Attorney General in 
terms of zero tolerance? Should we bethinking about that? 

Mr. Borg. I am very interested in zero tolerance. I would like to 
be able to work with NASD and the SEC on developing guidelines 
toward zero tolerance. I think it is something that can be dis- 
cussed. 

If I might digress just for a second, the idea of putting the num- 
bers on the account statements, I think, is an excellent idea. How- 
ever, I would recommend one change to that. In Mr. Poggi's case, 
the number on the account statement would have been too late be- 
cause the account statement he got was after the trades had been 
made, within that 30 days, and the statement will not drop, 
chances are, until sometime at the end of the month. 

I would recommend that either at the initial application stage, 
prior to any trade, that that information be delivered, either as 
part of the client form to allow them to do business or a separate 
mailing that gives that information up front, because, as I said, in 
Mr. Poggi's case, I think had it been on the account statement, he 
would not have seen it for 45 days and it was too late in his case. 

Senator Cleland. You mentioned about the effectiveness or the 
ability to go into State court quickly. The Private Securities Litiga- 
tion Reform Act placed certain restrictions on the ability of de- 
frauded investors to seek redress in class action lawsuits. Should 
the new Act be amended to preclude investors from bringing ac- 
tions in State courts? 

Mr. Borg. I think the issue is different. I am not up on the Pri- 
vate Litigation Reform Act, per se. I am sure my general counsel 
at the Commission is. But what I am talking about here is the en- 
forcement of the anti-fraud authority and the criminal violations 
under a criminal act. The State is not precluded, as I understand 
it, from bringing any actions under private litigation reform, and 
that is for class action type lawsuits, and that would be a civil re- 
dress. Therefore, I am not qualified to speak to that. Senator. 

But I would say that on the criminal side, that that would be a 
police power to the State and I think the State, if it has a violation 
of its statute or a violation of a Federal statute or Federal regula- 
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tion that they are required to meet at the State level, then I think 
the States can act on that. 

Senator Cleland. Mr. Goldsmith, talk to us a little bit about 
zero tolerance and how you see that in your line of work. 

Mr. Goldsmith. Let me take an easier question first and then 
I will answer that one. I think it is clear, I think we all agree that 
we need to increase the sanctions, and I am not talking about by 
$500 or $1,000. When we are dealing with people who should not 
be dealing with investors, we ought to get them out of the industry. 

I think any kind of zero tolerance, just as I think in the three 
strikes and you are out, in any court system, you have to recognize 
that you are dealing with firms with limited resources. If you have 
a zero tolerance that runs from a technical violation all the way up, 
you are going to have people litigating and prosecuting and appeal- 
ing to the SEC and the court of appeals. 

Our disciplinary process moves quite quickly at the NASD, but 
people have the right, as they should, to appeal that. It then goes 
to the Commission. It could then go to the court of appeals. If you 
are trying to throw people out of the business for violations that 
may not warrant that, that could be a problem and it is going to 
hurt your enforcement down the road. 

But a carefully articulated policy with guidelines that, with re- 
spect to certain types of violations of certain magnitudes, would 
warrant expulsion, and we have that and we are looking at tough- 
ening those, I think is something worth looking at. Again, we are 
revamping our entire sanctions guidelines to that end and we are 
toughening up. We have thrown out more firms. We have expelled 
more individuals, and I think we still need some further tough- 
ening. 

Senator Cleland. Madam Chairman, that is the end of my ques- 
tioning. I would just like to thank some key people on my staff. 
Wayne Howell, who is the former head of the North American As- 
sociation of Securities Administrators, now my Administrative As- 
sistant, has put a lot of work in on this hearing and will be helping 
me on other hearings, as well as Kevin Franks on my staff and j eff 
Robbins, minority counsel. Thank you. Madam Chairman. 

Senator Collins. Thank you. Senator, and I want to thank you 
for your personal leadership in this area. I know we are going to 
continue to work together on it and I look forward to that. 

I want to thank our witnesses. The hearing record will remain 
open for 30 days and it is possible that our counsels, as well as 
other Senators on the panel, will have additional questions to sub- 
mit in writing and we hope that you will assist us on our ongoing 
investigations.! 

I, too, want to thank my staff people who worked very hard on 
this, Ian Simmons, Tim Shea, Dennis McCarthy, Mary Robertson, 
Lindsey Ledwin. As you can see, when you are in the majority, you 
get more people to thank. [Laughter.] 

I want to acknowledge j eff Robbins's assistance also as the mi- 
nority counsel, and I particularly want to have a special thank you 
to my legislative counsel who is also a former State securities ad- 
ministrator, Steve Diamond. 


^Exhibits 16, 17, and 18 appear in the Appendix on pages 432, 466, and 475 respectiveiy. 
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Thank you very much for helping us explore this issue and the 
hearing is now adjourned. 

[Whereupon, at 4:46 p.m., the Subcommittee was adjourned.] 
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Today we launch an invesdgation into securities fraud in what is known as the 
micro-coital markets. For diose tmfamiliar with the arcane terminolc^ of Wall Street, 
the microcap segment of the markets includes small companies with relatively low 
market values. It includes, but is not limited to, peimy stocks. 

These heaiii^ are both the continuation of a tradition and a look to the future. 
They are the continuation of a tradition because of our Committee’s long history of 
investigating securities scams aimed at small investors. They are a look to the future 
cause we will be examining new and growing abuses in our capital markets 

These hearings are very timely. Last fall. Federal prosecutors charged 46 
individuals with stock fraud in New York. In May of this year, a 20-State task force 
acted to shut down some of the worst of the firms eng^^ed in stock manipulation. And 
less than three weeks ^o, on September 4, The Wall Street Journal published a lengthy 
story entitled “Despite Reforms, Peimy-Stock Fraud- is Roarii^ Back.” That story 
noted the very disturbii^ fiict that investors may lose more than $6 billion annually due 
to penny stock fraud - more than “triple the 1980s peak.” 

We conduct these heatings gainst the backdrop of a booming stock market and 
a new generation of unseasoned investors. Hiddra beneath the rising tide of the 
market, micro-c^ fi-aud r^resents a pernicious undercurrent that potentially affects 
thousands of American families. Many of these families are, for the first time, 
investing their hard-earned money to save for skyrocketing tuition costs, unforeseen 
medical expenses, and lengthier retirements. ^OWiile we have the safest and most 
successful capital markets in the world, the irony is that public confidence in our 
markets actually creates opportunities for con artists to exploit the unwary. 
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Microcap fraud not only harms small investors, but it has the potential to harm 
small companies. As this type of fraud increases, the willingness to invest in emerging 
enterprises decreases, and legitimate compames are demed the capital which is the life 
blood of our free enterprise system. 

How do these scams work? 

Unscrupulous brokerage firms, often operating through intermediaries, purchase 
laige amounts of stock in a sr^ company. The stock is virtually worthless or of very 
limited value, but the brokers drive its price higher by aggressively cold-calling 
thousands of unsuspecting individuals, many of whom have little or no prior 
investment experience. In repeated cold-calls, the scam artists hammer away at the 
investor on the telephone, promising glowing returns and emphasizing the need for 
immediate action. The inevitable effett of these aggressive sales tactics is to push the 
stock price higher, at which point the brokerage firms’ insiders dump their shares, 
leaving the public with worthless securities and the brokers with milhons in ill-gotten 
gains. 


Scratch the surface of a stock manipulation scheme and you will inevitably find 
false or exaggerated information. If you doubt the potentially tremendous impact of 
false information, consider the $6 billion dollar Bre-X scam. In that instance, phony 
reports about the gold content of the company’s mines drove the price of the stock 
from a few pennies to $240 per share, until the fraud was exposed and the stock fell 
back down to earth. As you can imagine, the imsophisticated investors who rode the 
stock down hit the ground with a thud. 

Coercive cold-calling and spreading false information are not the only taaics used 
by boiler rooms engaged in stock manipulation. Other practices which I expea to 
emerge from our investigation include: making unauthorized purchases in customers’ 
accounts; refusii^ to execute sell orders to maintain a stock’s upward momentum; using 
unlicensed persons who are paid under the table for making sales; and bribing brokers 
to recommend the stock being manipulated to their unsuspeaing customers. 

One particularly troubling problem that we will hear about today is the 
difficulty relators have in driving unethical brokers out of the. industry. When a 
boiler room operation is closed down, often after lengthy proceedings, it is 
unfortunately common for the employees to show up in a host of new firms. Not 
unlike a grade-B science fiction movie, killing one of the monsters only seems to create 
a new army of them. Our regulatory system must ensure that when a broker 
participates in this type of fraud, he or she is not allowed to remain in the industry and 
i^ain pick the pockets of unwitting investors. 
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There are a number of other r^ulatory questions that we must consider. For 
example, should the large Wall Street clearing houses that process transactions for 
penny stock brokerage firms have more of a role in stopping fraud and manipulation 
in the microc^ market? How effwxive has the 1990 p«^y stock legislation been in 
Hmiting abusive practices? More q>ecifically, since that legislation applies only to stocks 
selling for $5 or less, has the fraudulent activity simply moved to higher-priced stocks 
also traded in the microcap market? What more should be done to police the “Bulletin 
Board’ market? 

While we are confi’onted with complex issues, we are fortunate to have an 
outstanding set of witnesses who are well quafified to address those issues. We will first 
hear from the Honorable Arthur Levitt, Jr., the distinguished Chairman of the United 
States Securities and Exchange Commission. 

We will then hear fix)m three individual investors who were victimixed by 
fraudulent practices and who have kindly agreed to share their experiences with us. 

Finally, we will hear from two other regulators; Mr. Barry Goldsmith, the 
Executive Vice President for Enforcement of NASD-Regulation, the r^ulatoty arm of 
the NASDAQ market, and Mr. Joseph Borg, the Director of the Alabama Securities 
Commission, who will present the State perq)ective. 

As we proceed with today’s hearing, as well as with future sessions on securities 
fiaud, we should remember that this Subcommittee has a dual role. Mindful of Justice 
Brandeis’ observation that ‘sunlight is the best disinfectant,’ we have a responsibility 
to expose abusive practices so that the American people can be on guard against them. 
We also have the obligation to determine whether our current regulatory scheme 
affords adequate protection to an ever growing investing public. As 1 noted earlier, this 
Subcommittee h^ a proud tradition of looking out for the interests of small investors, 
and I am determined to continue that tradition under my chairmanship. 

In carrying out our responsibilities, we are fortunate to have the participation of 
my colleague from Georgia, Senator Cleland. As the Secretary of State, Senator Cleland 
oversaw. s«airities regulation in .Geacgia,.a state.that. was in the.fiarefront of the battle 
against permy stock fraud. His experience and leadership in this area will be an 
invaluable asset to the Subcomminee. 

I am also delighted to be working with the Ranking Minority Member of the 
Subcommittee, the distinguished Senator from Ohio, John Glenn. I know that Senator 
Gletm shares my commitment to exposing abusive and unethical practices in the ^e 
of securities, and I will now recognize him for any statement he may wish to make. 

* 
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Emerging Securities Fraud: Fraud in the Micro-Capitai Markets 

September 22, 1997 

Madame Chainnan and Members of the Subcommittee. It is a pleasure for me to be here 
today seeking information, and hopefully solutions, to a major problem that has faced our country 
for years. 

Secretary of State 

I served as Georgia's Secretary of State and Commissioner of Securities' for many years. I 
was responsible for administering Georgia’s securities laws^ and providing investor protection for 
Georgia residents. 

Securities Markets 

The securities markets are an integral part of our nation's economy and we have experienced 
tremendous growth in these markets. In fact, this year alone the markets have reached an all-time 
record. Unforturuitely, these successes have led to a tremendous increase in fraud and abuse. 

In 1990, only 17.8% of all Americans were invested in equities. Today, I understand that 
31% of all Americans ate now investing in equities and that one in three households now own 
securities.^ In 1992, the daily share volume for the New York Stock Exchange and NASDAQ was 


'The Secretary of Statement is designated as the Commissioner of Securities and is responsible for 
administering the Georgia Securities Act of 1973, as amended. 

^O.C.G.A. §10-5-1 £l seq . (The Georgia Securities Act of 1973, as amended). 

^Investment Company Institute, 1997 Mutual Fund Fact Book, (Investment Company Institute, 
Washington, D.C.) Mar. 1997, ch 3 at 3. 
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statement: U.S. Senator Max Cleland (D-GA) 

September 32, 1997 

only about 200 million shares a day. Today, the New York Stock Exchange and the NASDAQ 
Market consistently trade in excess of 500 million shares.* At the end of 1996, the market 
capitalization of NASDAQ was over $1.5 trillion dollars — mote than a three fold increase from 
$508 billion at the end of 1991.® 

Confideoce and Integrity 

The securities markets would not exist without public confidence in die integrity of the 
professionals who work in and manage these markets. 1 salute these professionals, and commend 
them for their efforts in promoting and encouraging a strong securities market that provides the 
capital to make out country grow and provide economic security for our citizens. 

While there are justifiable criticisms of the markets, the purpose of these hearings is to deal 
with the few b^ apples, and not force regulatory changes that would be burdensome and a hindrance 
to legitimate capital formation. The success of our markets is shown by the billions of dollars that 
change hands each day, either fiom a telephone call, head nod or a hand shake, which clearly reflect 
the trust and confidence we have placed in their integrity. Should this integrity be replaced with 
mistrust, our confidence would erode and the markets, as well as the American economy, would 
ultimately suffer. We now have, beyond any doubt, the best securities markets in the world, and it 
is very important that we strive to keep this market strong and the playing field level, in order to give 
all investors an opportunity to be successful in the market. 

Regulatory Structure 

^Sttzaaite Woo!^, The Booming BigBoard, BUS. WK, August 4. i 997 at 60; National Ass(H:latk»i of 
Securities Dealers; NASDAQ NYSe and AMEX Comparisons (Internet - 9/2/97 - www.nasd.com). 

Nasdaq invests Research & Analysis (9/3/97). 
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Sesatdr Max Cleland <D>GA) 

September 22, 1997 

The confidence m our securities markets results, in part, because of the excellent cooperation 
that has existed between state^ and federal government regulators and self-regulatory organizations. 
This regulatory partnership has proven to be one of the most efficient and effective regulatory 
«>ltelK5rations in the country. 

Substantive securities regulation in this country began at the state level. In 1911, the State 
of Kansas enacted the nation’s first Blue Sky Law. Other states quickly adopted their own version 
of such legislation. And in 1929, as a result of the stock market crash, Coi^ress a series of 
legislative efforts that encompass the body of law known today as the federal securities laws. 

Regulatory Uniformity 

In the 1 97(te, a major cooperative effort was initiated between the states, the SEC, the NASD 
and the stock exchanges. The results of this effort mclude: 

• Uniform competency examinations that allow an individual to take one examination accepted 
by all the states.^ 

• Unifonn registration forms that allow a firm or an individual to use the same forms for the 
states, the SEC and the self-regulatoiy organizations.* 


tenn "states" used herein refers to die agency or officer of a particular state charged with 
administering and enforcing the respective state law regulating the offer and sale of securities within or from that 
state. 


^The individual states under the auspices of the North American Securities Administrators Association, 
Inc. ("NASAA") worked with the NASD and adopted the use of Series 63, the uniform state law examination. The 
examinaticxi is administered through the NASD. 

*F(»m U-4 is the form used by representatives seeing registration with the individual states and the 
NASD. Fonn U-5 is the uniform termination form used when a representative tenninates their employment. Form 
BD is used fix- ^licatkms te be regi^red as a broker-dealer. Form ADV is used appllcatnms for nrgi^^ 
investment advisers. 
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• Central Registration Depository (CRD) that allows for an automated one-stop registration 

filing system.^ 

This registration and licensing process provides an efficient and uniform process that 
complements the fundamental purpose of state and federal securities laws to provide investor 
protection and foster the confidence that will encourage the investments necessary for capital 
formation, economic growth and job creation. 

Efforts of the Private Bar 

For a regulatory program to be successful you must have vigorous enforcement. When the 
securities laws were framed in the 1 930s and 1 940s, Congress wisely realized that there would never 
be enough **cops on the beat"' in the form of government-paid securities regulators, but that it would 
be necessary for the private bar to enforce the law on behalf of defrauded citizens. It is these 
attorneys who, in the words of SEC Chairman Arthur Levitt, “serve a crucial role as a deterrent and 
are a vital supplement to the Commission’s enforcement resources.” In testimony before Congress 
and in court documents, the SEC has repeatedly emphasized the critical role of the private lawsuit. 
However, despite the best efforts of the SEC, the 50 state securities agencies, and the SROs, there 
continues to be an unacceptably high level of fraud and abuse in today’s capital markets. 

Fraud 

Recently, top securities watchdogs in the United States have warned investors that the 


^The Central Registration Depository (CRD) is an automated registration system operated under an 
agreement between the NASD and NASAA. The system was designed in the late 1970s and came online in the 
early 1980s. An applicant files forms with the CRD seeking registration, the system tests the form ftH* completeness 
and certain other ^its, the form is then communicated to terminals in the individual states for final approval. 
Disciplinary data is captured and made a available, on demand, to the regulators. 


Page 4 of 1 1 



63 
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explosion in the stock market has brought a sharp rise in securities sales fiaud and stock price 
manipulation At a town meeting in Los Angeles, SEC Cbaiiman Levitt cautioned that investors are 
“more vulnerable than ever to fiaud.” This concern has been echoed by others who point to a 
disturbing rise in the level of securities fiaud and allege that organized crime is seeking a foothold 
in certain sectors of the marketplace. , 

What is unusual about the irKreasing evidence of wrongdoing in the stock market is that 
shady practices tend to go unnoticed in the days of a strong bull market. Usually, the misconduct 
is uncovered only after a sharp sustained market drop similar to that of 1 987. This has the regulatory 
conununiQr wary drout what it would face should the stock market collapse. 

In the past five years, the number of stockbrokers doing business in the United States has 
grown by 50 % to 650,000. However, during the same time period, the regulatory staffs of the 
Securities and Exchange Cottunission and Natiorud Association of Securities Dealers grew just 18 
%. 

Let us all understand who suffers in cases of securities fiaud — it is retirees living on fixed 
incomes, young fiintilies struggling to make ends meet and save for their children’s education, 
teachers, factory workers, and bankers.'” Each dsy, devastating cases are brought to the attention of 
securities regulators, law enforcement officers, and the private bar. Indeed, I am convinced that 
financial fiaud is a serious and growing problem. 

Micro-Cap Fraud (Penny Stock) 

Today's tearing will focus on "micro-cap fiaud." This is a new and modem term — ware 

'”See saacbed news articles relating to investment fiaud. 
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Statement: U.S. Senator Max Cleland (1>-GA) 
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fknous for these here in Washington — for what we have known for years as "penny stock fiaud" . ' ‘ 
In Geoigia talk, we call it cheating and stealing. 

In the late 1980s as Secretary of State, I directed a series of public hearings to focus on the 
penny stock fiaud taking place in Geoigia” We heard substantial evidence about serious securities 
violations involving misrepresentations, omissions to state material — enough about legalities — 
what they were doing was lying, cheating, and stealing and swindling our citizens out of their hard 
earned money. Of course, not to provide capital firr economic growth, but to line their own pockets 
with ill-gotten gain. 

This led me to recommend a series of changes to strengthen Georgia’s securities laws.” These 
recommendations were unanimously enacted as amendments to the Georgia Securities Act and gave 
my staff more tools to effectively deal with penny stock firaud 

In 1 990, the SEC recommended, and Congress enacted. Penny Stock Reform. The resulting 
reforms, both state and federal, were effective for a few years. However, these crooks are clever, 
they accumulate their wealth by stealing — not with a gun — but with a telephone and a fast line, 
and often through threats and intimidations. It did not take long for them to figure out how to avoid 
the reform requirements. Now we see the micro-cap fiauds being perpetrated by rogue brokers 
making cold calls all over the country promising people that they can get rich quick in today’s 

"in September, 1989 NASAA estimated that $2 billion of investors’ funds were lost to penny stock fraud 
and abuse annudiy and that during 1988 a survey showed that penny slock complaints were reported in 49 of the 50 
states. 

'testimony and documentary evidence was provided by penny stock dealers, traditional securities dealers, 
state regulators, federal regulators, NASD, trade associations, brokers, and de&auded investors. 

'’These changes established significant disclosure requirements for those dealers offering and selling 
penny stocks within or from the State of Georgia. See O.C.GA. g§10-5-2(a)9,10,l 1 and 10-5-12(i) and (o). 
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growing market. They use the success of the legitimate market to demonstrate the misrepresented 
potential portrayed in their presentations. They say whatever it takes to “close the sale”. They take 
advantage of honest hard-working people, trying to live the American dream, who make honest 
money in the market. 

Private Securities Litigation Reform Act 

I recognize the right of investors to seek legal remedies against those persons selling 
fraudulent securities. I have supported an investor’s right to seek redress through mediation, 
arbitration and civil litigation. While I worked to streamline the regulatory process in Georgia'^, 
I opposed amendments to federal regulations that would have impaired the ability of a state to protect 
its investors. 

However, in 1995, as Secretary of State and Commissioner of Securities in Georgia, 1 
opposed S.240, the Private Securities Litigation Reform Act.’^ It appears that we are now seeing a 
move to preempt existing state securities laws by extending the Private Securities Litigation Reform 
Act of 1995 C'PSLRA") to the states. It is not yet clear whether this Act will provide sufficient 
protection to defrauded investors. The main concern here is if the courts ultimately interpret it in 
a way that makes recoveries under federal law impossible, state remedies will be the only means for 
defrauded investors to redress their injuries. 

In the 19 months since its passage, the new Act has barely been tested, with no trials, no 


’^Georgia has a disclosure based registration system that requires the disclosure of material matters relating 
to the issuer of the securities (O.C.G.A. § 1 0-5- 12) and has a coordinated filing system for all issuers with an 
effective registration filed with the Securities and Exchange Commission (O.C.G.A. §10-5-9(5)). 

'^See my attached letters to Senators Sam Nunn and Paul Coverdell, dated June 27, 1995. 
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appellate decisions on substantive provisions, no summary judgments, and few decisions on any of 
its provisions. It will take more time to adequately assess the PSLRA's impact as the courts struggle 
to interpret its provisions. 

National Securities Market Reform Aet of 1996 
The Congress did an excellent job of balancing competing interests in the adoption of the 
National Securities Market Reform Act of 1996.'* 1 have always favored improvements in the 
regulatory system that do not curtail enforcement efforts to protect investors. The current efforts by 
some industry segments to preempt the state’s role in the registration and licensing of broker-dealers 
and sales representatives would seriously impede the authority of the states to protect their residents 
&om unscrupulous firms and brokers. I am confident that the SEC will find in its report'’ that the 
states are an integral part of the regulatory process, and that it would be a mistake to hamper our state 
regulators by removing their jurisdictional authority over broker dealers. 

Where do we go from here? 

1 have several suggestion as to where to go from here. 

• Investor Education. 1 am interested in new and innovative ways to educate the public about 
the securities markets and the risks associated with investment opportunities. A program of 
this type must be fully supported by the regulators and the industry. 

• The CRD System. Modernization of the Central Registration Deposition should be one of 
the highest priorities of regulators. Quality information made promptly available to regulators 

“Pub. L.No. 104-290, no slat. 3416(1996). 

'’Pub. L.No. 104-290, llOStat, 3451, Sec510,(il)(1996). 
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is often the key to a successful investigation and prosecution of violators. The CRD must be 
able to deliver both data and analytical reports in order for it to be successful as a regulatory 
tool. I encourage regulators to continue support for a viable customer complaint database that 
will provide information that could be useful in multi^state investigations. 

The Administrative Process. The administrative process provides regulators with the most 
effective tools to investigate misconduct and to discipline those firms and individuals who 
commit violations. However, regulators must not misuse or abuse the administrative process, 
and the process must not be viewed as the ultimate weapon to deter fraud in the securities 
business. 

Civil Actions. The filing of civil actions against firms and individuals who commit 
violations spears to have been the nmedy of choice for the SEC. I think it is time to study 
the effectiveness of the civil process in dealing with serious ftaudulent conduct by such firms 
and individuals. 

Criminal Prosecution. The filing of criminal complaints and the seeking of indictments 
against rogue brokers and con artists will be the most effective tool to deter this type of 
criminal activity. I strongly encourage regulators to work with local, state and federal 
prosecutors in developing coordinated investigations and prosecutions. Also, state and 
federal task forces could also provide a powerful tool in demonstrating to criminals that 
justice will prevail. 

Taping of Sales Presentations. I commend the NASD for its recent recommendation'* to 

'*Sec attached NASD Press Release dated August 7, 1997. 
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require certain firms to tape sales presentations by certain brokers. The taping of these 
potential problem brokers is a positive step toward better investor protection. 

Cold Call Practices. 1 also commend the regulators for their efforts to place limitations and 
restrictions on cold calls.” 1 encourage further monitoring and study regarding the use and 
control of cold calls. • 

Clearing Firms. I question how many investors have been improperly influenced to 
purchase high risk and speculative securities by using the name of a prominent firm that is 
merely acting as their clearing agent. 

Disclosure. Disclosure has always been the foundation for investors in making investment 
decisions. Regulators have done a good job requiring proper disclosure of material facts in 
registered offerings. In fact, some might say that the quantity of disclosure today may be a 
deterrent to teal, meaningful disclosure. Disclosure in the secondary markets, even by 
market makers, has not been effective. 1 realize that the use of the telephone and market 
volatility require prompt decisions. However, we must be sure to find a way for regulators 
to requite that investors in the public markets be provided with sufficient information prior 
to making their investment decision. 

The Internet. It is imperative that our regulators have access to modem technology and 
provide programs to monitor investment activities on the Internet. Cyberspace fraud will be 
the wave of the future. 

The Future of State Regulatiou of Securities. 1 support strong enforcement of our 
"sec Rule I5c2(4). 
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securities laws and I am confident that the states must play a major role in these enforcement 
efforts. I want to encourage the states to be more flexible in licensing and registration 
procedures. I believe in using registration as an enforcement tool, but I do not think that 
states should place unreasonable burdens on firms and individuals attempting, in good faith, 
to become registered in their jurisdictions. I have been informed of many such unreasonable 
and in^propriate tactics. In Georgia I always insisted that my staff be fair and reasonable in 
registration and licensing matters and tough on fraud and enforcement matters. In other 
words - “reasonable regulation and tough enforcement.” 

Madame Chairman thank you for enduring my remarks. 1 am looking forward to hearing from 
the experts regarding ways that we can better protect our investors. 
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Comparator to 
Get Oif Lightly, 
Sources Say 

■ Securities: They say 
settlement in stodc scandal 
neither Impose a fine nor require 
admission of wrongdoing. 


ByCREGMIOER 

TIMES fTAff wKiret 

Compantor Systems Cocp.. (be Newport 
Beach company that was at the center oT a 
snajr-* etock market scandal, has readied a 
act ail with government refulators In 
vhiu. It will pay no flnes and can continue 
to operate, sources said Wednesday. 

Under the terms of the a g re ea Bent, two 
of the eompan/s top esMUtfT0t-.(3iief 
Executive Robert Reed Ro(en and Vice 
President Cr^ory ArmQo— 'have agreed to 
no longer serve as oflioers or dlreeton of 
any public company, sources adi The men 
also agreed to sever any employment tla 
with Comparater after a period ^ time, and 
they need not admit any wrongddag. 

But Rogers, 67. has already resigiMd, and 
neither executive will be required to pay 
any fines. Comparator Itself no pe^- 

Uea, sources aid. other thag to agree to 
abide by tecuriUef tawa. 

One source said that the company wfll 
have to resuie Iti balance sheet and get 
Securities and Exchange Oommiasian ap^ 
proval before it can issue any new stock. 

That means the oontroverslal m^er of 
electronic fingerprint scanners Is free to 
continue to operate even though the SBC 
had accused Comparator in a dvfl suit of 
Please ICC SETTLE, DU 


SETTLE 

Ceotlttsed frem D1 
being an outright fraud that Ued 
about its Hnances. stole Its technol* 
ogy and bilked investors out of 
millions of dollara by issuing, 
mountains of worthless stock. 

“We're pleased to be able to 
have the matter resolved so that 
the company is not involved with 
any further time or eiqie ns e in this 
matter.** said Gerald B. Beltx. an 
attorney who represented the 
company and the two eaecuUvca. 
He declined to dlseun tpedflea of 
the settlement. 

'The settlement is believed to have 
been sig^ by Judge Lourdes Baird 
in U.S. District Court in Los Angeles 
on Tuesday, bm the settlement 
documents were not yet available to 
the public. SEC officials deelin^ to 
comment on the case. 

'The company stSl &cea lawsulta 
filed by stodtholders. SUU. the set* 
Uement of the SBC case caps s 
bizarre and complex chain of evenia 
(hat attracted national media attm*' 
tion and thrust the virtually un* 
known company under the ndao* 
.'cope of stock market regulatoca. 

'The SEC zeroed in on Compare* 
tor after Its stock shattered trading 
records and soared thirtyfold In 
value on the Nasdaq Stock Market 


in early May. Investigators soon 
found themselves confronting a 
case that invtrtved atock'touUng 
on the Internet, aliegationa of theft 
of a fingerprint scanning device 
from a professor in Scotland and 
the critical testimony of a former- 
'Comparator corporate aecretary 
who was accused by the company 
of embezzlement and had gone on 
loappeartnapomographiefilm.,. . 

Comparator had never posted a 
profit in its 17 years as a public 


LOS ANGELES TJ*tES 


company, and its saies had usually 
been dlw^ But the company 
s u rv i ved by issuing hundreds of 
oC shares of stock. *1110 
company used the stock to pay 
employ^ salaries, for legal serv- 
ices and even dental work. 

By the time Conqnrator ap- 
peared on regulators* radar, the 
company had issued more than 610 
million shares of stock, more than 
such giants as Microsoft or IBM. 
*rhe rapid rise and subsequent 


fall of the stock on three days in 
early May became an embarrass- 
ment to regulators. Shortly there- 
after, the National Assn, of Securi- 
ties Dealers, which oversees the 
Nasdaq market, launched an ex- 
tensive review of Its trading re- 
quirements. 

The company was removed from 
the Nasdaq market in June, and 
since then. Its stock has traded for 
pennies in private, off-market 
transactlona. 
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Sec Plans Assault on Small-Stock Fraud 

By Michael ScHRooa 

nwf/ Reporter o/ The Wau. Stunr JouaHAL 

^WASHINGTON - 



■ Securities and Ex- 
CoRunission Chairman Arthur Le- 
is launching a drive to combat the 
^dving problem of small-company stock 
l^d. 

Levitt is expected to outline i»xr 
rule changes as well as stepped-up 
r;bRforcement and in- 
rvMtor-education in- 
^^tives in Senate 
o^^mony today. A 
latate regulate and 
;a'Vatl(Hiai Associa- 
*;0eo of Securities 
tfinlers’ senior en- 
'forcement official 
'trill also discuss 
i,new fraud-fighting 
^efforts. 

“The subcommittee has information 
^jtiat penny stock fraud is roaring back," 
*sgid Sen. Susan Collins (R., Maine), chair- 
t iiun of the Senate Permanent Subcommit- 
*'tee on Investigations. “We intend to fully 
^'inyestigate this new wave of fraud, as well 
.'^'the r^ulatory response to it, to deter- 
' jmne whether more must be done to protect 
the investing public. ' 

. Mr. Levitt, recognizing that civil Hnes 
'■and sanctions are not a deterrent to 
violators, is expected to tell the 
^:p^el that he will direct his enforcement 
-dlWsion to assist the Department of Justice 
.and state attorneys general in bringing 
criminal stock fraud cases. 

• t^The SEC plans to wwk with the NASD 
Ctqd stock exchanges to find ways to put 
brokers and firms out of business for 
•good. The agency aiso plans to develop a 
^better system for letting investors know if 
;a ^ker has been sanctioned. 

State regulators estimate that penny 
v^k abuses cost investors at least $6 
^bOHon a year, triple the amount during the 
;l^s. Although new rules curbed stock 
*Craud in the early 1990$. unscrupulous 
'.stock promoters and brokerages are now 
.'exploiting loopholes. 


dollars are merely considered a cost of 
doing business. 

“If we're going to deter stock fraud, 
people have got to know that they'll not just 
be fined. There has to be a threat of 
jail." Mr. Borg said. 

Many of the same brokerage officials 
who bilked customers In the 1380s are at it 
^ain. he said. Mr. Borg, who is represent- 
ing the North American Securities Mmin- 
istrators Association at the bearing, plans 
to bring along a chart showii^ that em- 
ployees from two notorious former penny 
stock firms. First Jersey Securities Inc. 
and Investors Center, have formed at least 
14 other firms, including Stratton Oakmont 
Inc., which was forced out of bisiness by 
NASD regulators last December after 
years of disciplinary complaints. 

Barry Goldsmith, executive vice presi- 


dent of NASD's enforcement division, said 
the self-regulatory agency is. among other 
things^ requiring brokerages to tape all 
sales calls if a certain percentage of their 
brokers worked for finns that have been 
expelled from the NASD for telemarketing 
fraud or stock sales abuses. 

The NASD also is looking at a number 
of options to clean up abuses in the 
Nasdaq-operated OTC Bulletin Board, a 
market that handles relatively cheap, 
thinly traded stocks. It may increase 
the financial requirements to qualify for 
trading on the Bulletin Board, and may 
make filing financial reports with the SEC 
a condition for listing on the Bulletin 
Board. At least half the companies cur- 
rently trading on the market file no finan- 
cial reports with the SEC. 


t' Mr, Levitt wants the SEC staff to ex- 
.j)lore tightening rules and closing loop- 
- holes, especially several exemptions small 
'fpompanies invoke to avoid registering 
.'stock offerings with the agency. He also 
^-wahts to see the SEC improve its education 
'pf'unsophisticaCed investors. To that end. 
'more public education forums and better 
•use of the SEC Internet site are under 
^discussion. 

Another witness, Joseph Borg, director 
'df the Alabama Securities Commission, 
'-plans to testify about the need for in- 
'creased criminal prosecutions of brokers 
*iod more cooperative investigations in- 
TftAving the S^. states and federal prose- 
'cutors. For many boiler-room operations, 
•he said, civil fines of even several million 
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Bre-X Exploited Holes 
In Regulation of Markets 


‘pushe<t dae iCftmuted size of ch« 
|goId from a few millioa ouoces 
ito more than 70 million ouoces, the 
deposit ever. 

*< Under Canadian law, company 
officers are not liable for the tccun- 
of such statements, as they 
would hare been with projectiofts 
)inchided in! a frirmal prospectus, 
■said Brenda Eprile, ezecutire direc- 
■tor.ofdie Ontario Securities Com- 
misaioo. A recent report has reooni- 
jnendM changes in those rules, 
■tecogniznig stodcs inidaily 
’sold dirou^ private placements 
.‘evenhuOy migrate to the public 
•tnarfret 

■'^'Wheo a coa4tany Uke a Bre-X 
Idoes not do pubBf offerings, there 
■Is not die due diligence and not the 
'tiabiliQ^ associated with direct 
Isales to die public, Eprile said. "Yet 
-.the company got up.to $6 biflion' in 
inarked csfKtalisadon as its stock 
’drculaSed among both market-irise 
liovestoR and lessexperience^n^ 
•^dttals SriM bet their savings on the 
^^fjsumed pot of gold. 

Glossy Credeirtiala 

Bre-Xs public statements' sod of- 
ficial filings frequently noted di^ 
estiinates of the size of the find had 
been prepared by a respected engi- 
neering firm, MontreiMased SNC 
Lavalin. Not as publicized was the 
fact that the en^eering company 
had been hired only to mkke Hs 
cakuladons based on samples of 
earth extracted and procemed by 
Bre-X. 

Bre-Xs Shag with the U.S. Secu- 
rities and Exdbaoge Commisston, 
for example, includes several sec- 
tions cautioning investors about the 
risks of ouning in general and the 
risks of Indonesia particularly, but 
it also uys die estimate of a gold 
^d “in excess of 30 milUoo ounces^ 
had been Tprepared, reviewed or 
verified by independent mioiog ex- 
Jwrts'' without stating that the sam- 
ples always were drawn and ooa- 
troDed by the company. 

* After diose sampl^ were doc- 
^red — probably, officials feel, at a 
riverside warriiouse en route to an 
lodonestao testing lab— die engi- 
peers also thought they were look- 
ing at a sizable gold find 
V “We were very downstream" 
from the company<ontrolled driV 


licg program, said Robert Radoe. a 
spokesman for SNC Lavalin, whose 
Indonesian subsidiary, PT Kilbom, 
worked with Bre-X 
In bet, it was more than two 
years from Bre-Xs initial public 
statements about a major gold find 
on the Indonesian island of Borneo 
before someone outside the compa- 
ny Independently tested the site for 
g^d. 

When mining giant Freeport 
McMoRan Inc. conducted its -own 
driOing is part of negotiations over 
a possible partnership with Bre-X 
die scheme unraveled. 

The Louisiana-based company 
found no gold at the site: a- second 
Independent drilling program, by 
Stradicoaa Mmeral Services LtiL of 
Toronto, went even further, declar- 
ing that Bre-Xs daimn were the 
product of s tampering operation 
“wtdiout precedent in the history of 
anywhere in the world.* 
Called to Freeport's field office to 
explain the dtacrepincy, Bre-Xs 
chief geologist. Michael de Guz- 
man. from a helicopter en route, 
an apparent suidde. In statements 
to the Csnadisn media, his fomily 
members insist that he, too. was a 
man of integrity who would not 
have parlidpsted in the salting 
scheme. 

ATrackiteconI 

Befare Fieeporf s testing. Bre-X was 
ible to build a Acre of credibility that 
began with success on the Alberta Stock 
Ezchinge with listings 

bat' jtar on the Toronto Stock Ex- 
ebanp ad in the United States on the 
Nssdw} Stock Maiket. where a total of 
111 mSion shares changed hands over 
10 mosths beginning in August 199S. 

From initial private oSerings at 30 
cents a share, Bre-X stock ctobed to 
more than on the open maritet 
before a 104or-l split a year ago. 

Institutiond iovestors, induding mu- 
tual fond companiea, the Ontario TeKb- 
cri^ PenaioD Flan and Quebec’s huge 
UMjpeiative Caisse de D^t, Socked to 
the high returns, belping to inflste 
BreXs vafcie. The cyde of support for 
Bre-X also induded s press corps eager 
to tout what loolad Eke I true Canad^ 
worldbester. The bet that Hanarfian 
prospecton had u n c o vered some stuo- 
niog nsneral finds in recent years added 
totbebype. 

In tbe <ad. each mvestment dedston, 
Se«BRE-XH8.CoL3 
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NEW YORK TIMES -- May 6. 1997 



Bre-X: From 
Rags to Riches, 
Back to Rags 


By ANTHONY DePALMA 


OTTAWA. May 5 — The Americaxi and 
Indonesian corapaaies ihat oaly a few 
FHonths ago were fight^g for the right to 
help Bre-X Minerals Ltd. of Canada mine 
:n what had been touted as this century’s 
richest gold strike waJked away from the 
project today and left Bre-X on its own to 
defend what is being called one of the 
scams of the century. 

The small rags-to-riches-to-rags compa- 
ny. based In Calgary, Alberta, now (aces 
the fallout from a devastating report con- 
cluding that the indcmesian mother lode at 
Busang was nothing hut a fabulous tale 
backed'by false hopes and counterfeit daia. 

The finding is likely to wipe out whatever 
value is left ui Bre-X’s battered stock. It 
will also cast a shadow over Canadian 
Wildcatters and miners, making it difficult 
for small companies to build the trust 
needed to raise capital for future projects. 

'Tve never seen a fraud on this scale,” 
said James R. Moffett, chairman of Free- 
pors-McMoran Copper and Gold of New 
Orleans. That company, Bre-X's former 
partner, officially withdrew today. At the 
same time. Mohamad (Bob) Hasan, an 
Indonesian businessman and confidant to 
President Suharto, announced that he. too, 
was pulling out of the fiusat^ project. 

good guys will go on while the bad 
guys (ali by the wayside,” Mr. Hasan said 
in Jakarta. “Life goes on." 

Strathcona Mineral Services of Toronto, 
an independent consuitaat, had been hired 
by Bre-X in March to clear up doubts about 
the company's estimate that the Busang 
discovery contained 70 million to 200 mil- 
lion ounces of gold, worth S?0 billion. 

Instead. Strathcona concluded that 
"there Is virtually no possibility of an eco- 
nomic gold deposit" on Sre-X's Busang 


Continued on Page 21 
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Small Miner’s Chronology: 
From Rags to Riches to Rags 


Continued From Ftrst Businens Page 


site in Borneo. Furthermore. Strath- 
cona confirmed the suspicion of 
many experts that drilling samples 
had been tampered with to inflate 
gold estimates. The report was re- 
leased early today in Jakarta, late 
Sunday evening In New York. 

The falsification of samples was 
done “on a scale and over a period of 
time and with a precision that to our 
knowledge is without precedent in 
(he history of mining anywhere in 
the world." the Strathcona report 
said. V.- 

"The gold recovered in samples 
submitted by Bre-X has originated 
from a source other than the south- 
eastern zone of the Busang prop- 
erty." it concluded. 

"The report didn't say salted but 
that's just a nice way for them to 
avoid' a lawsuit," said Sam Rom- 
berger, a professor of geology at the 
Colorado School of Mines. Salting is 
the' mining-industry phrase (or lac- 
ing driiling samples with particles of 
gold from a source other than where 
(he drilling had taken place. 

Professor Romberger said it ap- 
peared to have been a not very so- 
phisticated attempt at fraud, in part 
because the gold used to salt the 
samples had characteristics clearly 
showing it came from someplace 
else. 

One important question not ad- 
dressed by Strathcona is specifically 
who is responsible for the actions 
that took in thousands of big and 
small investors. 

To the groups of shareholders who 
have already filed several class-ac- 
tion suits against 8re-X, (he answer 
seemed clear. “We've been pleading 
conspiracy to defraud all along." 
said Karvey T. Scrosberg. a lawyer 
from Windsor. Ontario, representing 


about too Canadian investors. 

Suspicion is also being directed at 
one of Bre-X's chief geologists. Mi- 
chael T. de Guzman, who woiiced 
most closely in gathering the hun- 
dreds of core samples on which Bre- 
X's rosy estimates were based. How- 
ever. Mr. de Guzman died in a mys- 
terious fall from a helicopter in 
March. Local police auchoriiies said 
notes found in the believer indicate 
that Mr. de Guzman committed sui- 
cide because he was suffering from 
hepatitis B, something his family 
says it doubts. 

Larry Waite, director (tf enforce- 
ment at the Ontario Securities Com- 
mission said, “TTte new develop- 
ments are obviously of interest to 
many regulatory authorities, includ- 
ing us." And the commercial crime 
unit of (he Royal Canadian Mounted 
Police is studying the Strathcona re- 
port to determine if a criminal inves- 
tigation is warranted. 

In Indonesia. (he Ministerof Mines ' 
and Energy, Ida Bagus Sudjana. told 
reporters that the Government ; 
would take legal action against Bre- j 
X. "Every law breaker must be pun- i 
ished." he said. j 

While the accusations are being ! 
sorted out. trading in Bre-X shares I 
have been suspended on every ex- | 
change where (hey are listed, includ- 
mg the Toronco Stock Exchange and 
Nasdaq, and there is no word yet on 
when trading will resume. 

After Freepon raised doubts in 
March about the validity of Bre-X's 
glowing forecasts and the circum- 
stances surrounding the death of Mr. 
de Guzman, the company's stock 
plummeted. 

It once traded for more than S20 a 
share in both Canadian and Ameri- 
can dollars after a 10 -fdr-l stock 
split. Before the Freeport report, it 
was valued at $IS.S0 on Ute Toronto 
exchange and SU.375 on Nasdaq. 


Last Friday, the stock dropped to 
$3.23 in Toronto and $2.37S on Nas- 
daq. 

ITie company’s chairman and 
chief promoter. David G. Walsh, was 
in Calgary today expressing shock 
and disappointment at the findings 
and promising to get down to the 
bottom of the mystery. His chief of 
exploration. John B. Felderhof. was 
at his beachside home in the Cayman 
Islands insisting that neither he nor 
anyone on his staff had been involved 
in fraud. 

“I personally still believe that 
there are significant amounts of gold 
at Busang," he said in a statement 
(axed from the Cayman Islands. 

Mr. Walsh and Mr. Felderhof be- 
came millionaires as the gold fever 
pushed up the price of the Bre-X 
shares. They managed to keep tenu- 
ous control of the Busang property in 
spite of stiff competition from larger 
companies. They also survived the 
political intrigue that accompanies 
doing business in Indonesia. 

Investors who bought into Bre-X 
early and soid before Che problems 
emerged in March made millions of 
dollars, even though the company 
never turned a profit. However, 
stockholders who held their shares 
until Bre-X's drilling estimates were 
questioned lost more than S3 billion 
in total. 

"! guess 1 should have sold it all 

I but I was a bit dumb." said Aksel 
Gusiavsen. 79. a retired farmer now 
living in Calgary, who has been on 
! the Bre-X roller coaster. He said that 

I in the good times he made about 
$150,000 buying and selling the com- 
! pany’s stock. When Bre-X crashed in 
! March, the value of his remaining 
shares lost about $10,000 of their val- 
ue in a few minutes. 

“A lot of people have lost their 
bread-and-butter money." Mr. Cus- 
tavsen said. “This shouldn't happen 
in the land of Canada." 
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HEADLINE: 4 at Syracuse Finance Firm Indicted in Pyramid Scheme 
BYLINE: By BENJAMIN WEISER 

BODY: 

The Federal Government indicted the former chief financial 
officer of the Bennett Funding Group and three other men 
yesterday in what the Government called one of biggest securities 
fraud cases in American history and a large-scale attempt to 
cover it up. 

In a 43 -count indictment that brought to nine the number of 
defendants charged in the scandal, prosecutors accused the former 
executive, Patrick R. Bennett, of a fraud that cost more than 
12,600 investors and 200 banks nearly three-quarters of a billion 
dollars . 

The United States Attorney for the Southern District, Mary Jo 
White, called Mr. Bennett Che "alleged architect" of the fraud, 
in which officials said many victims were elderly and lost their 
life savings. Prosecutors said the fraud extended to 46 states, 
with New York, New Jersey and Florida among the states with the 
largest number of victims. 

- According to Federal officials and the 100-page indictment, 
the fraud was possibly the largest pyramid scheme ever, in which 
Mr. Bennett and others sold investments in office equipment 
leasing contracts that were, in some cases,- fictitious, and in 
other oases, already pledged to other investors or as collateral 
Co institutions. In a pyramid, or Ponzi, scheme, early investors 
are paid off by later ones , while other money may be diverted to 
those running the scheme. 

The Government also accused Mr. Bennett and others of engaging 
in sham financial transactions that were designed to give an 
inflated picture of the firm, which was then used in marketing to 
investors as well as in obtaining loans. 

Some of the details in the indictment have been disclosed 
previously in court papers filed by prosecutors, as well as in a 
civil securities fraud complaint filed last year by the 
Securities and Exchange Commission. But the Federal indictment 
was notable for the sheer breadth of the fraud it described, the 
central role it ascribed to Mr. Bennett and the extent of the 
cover-up. 

As part of the cover-up, prosecutors contended that Mr. 

Bennett and others gave fabricated and backdated documents as 



81 


well as perjured testimony to the S.E.C., and also sought to 
conceal assets from the bankruptcy proceedings involving his 
former firm. After the S.E.C. filed its fraud complaint, several 
companies controlled by Mr. Bennett filed for bankruptcy. 


“In short, from beginning to end, these defendants are charged 
with committing every variety of crime, to carry out their fraud, 
to hide their fraud from regulators and investors, and, even 
after the scheme was unraveling, and after bankruptcy was filed, 
to try to conceal and divert from creditors and investigators 
what remaining assets there were," Ms. White said. 

Mr. Bennett could not be reached for comment yesterday. His 
lawyer, Charles A. Stillman, said his client "expects that the 
full truth will show that the Bennett Companies were not a 'Ponzi 
scheme' and that the companies were not run for his personal 
enrichment . " 

“He deeply regrets that any investor has suffered any 
financial injury," Mr. Stillmem added, "and as a former officer 
and director of the Bennett Companies accepts full responsibility 
_for his actions." 

The indictment charged Mr. Bennett with a total of 37 counts 
including conspiracy, bank fraud, money laundering, obstruction 
of justice, perjury and concealment of assets. The others charged 
in the case were Mr. Bennett's brother, Michael, the former 
deputy chief executive officer of the firm, which is based in 
Syracuse; Charles T. Genovese, an accountant; and Gary Peiffer, a 
lawyer and owner of a New Jersey investment firm. Each was 
charged with one count of conspiracy and one count of obstruction 
of justice. 

The lawyer for Mr. Genovese, Rick Garcia, said his client was 
“innocent of all charges" and would fight the indictment. A 
lawyer for Michael Bennett declined to comment. And a lawyer for 
Mr. Peiffer could not be reached. 


LANGUAGE: ENGLISH 
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HEADLINE: PENNIES FROM HELL How to not get burned on low-price 
stocks 

BYLINE: Sandra Block; Tom Lowry 
BODY: 

Like six-pack., rings and old plastic cups, penny-stock con 
artists never seem to disappear, despite efforts by state and 
federal regulators to put them out of business. 

The latest evidence: an FBI sting that led to charges against 
46- stock promoters, brokers and company officials last week. The 
defendants were charged with scheming to manipulate the stock 
prices of dozens of small companies . 

And regulators say the case represents only a tiny slice of an 
enormous pie. "We have a real problem here, ” says Mary Schapiro, 
head of the National Association of Securities Dealers 
Regulation, which participated in the sting. "A lot of 
unscrupulous people are recognizing the markets are flooded with 
money from first-time investors. That makes it an easy 
environment for these people to operate . ” 

Make no mistake: Penny stocks -- low-priced stocks that 
usually sell for $ 5 a share or less -- are risky. Because they 
are inexpensive and thinly traded, they are vulnerable to price 
manipulation. It takes only thousands of dollars to move the 
price of some small stocks, vs. millions to move the stocks of 
bigger companies . 

Regulators say smooth-talking scam artists looking to unload 
worthless shares or profit by pushing up the price of a 
legitimate small -company stock have no shortage of- victims. 

Some reasons penny-stock scams continue to thrive: 

-- The longest-ever bull market in stocks has given some 
investors a false sense of security. "The market has done so well 
over a period of years that I fear there may be a lack of 
realization by people that not every stock is going to go up, '' 
says William McLucas, head of enforcement at the Securities and 
Exchange Commi s s ion . 

-- Many baby boomers are worried they won't have enough money 
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to retire. So they fall for promises of outrageously high’ 
returns. "I think a lot of middle-age and older people are being 
induced into high-risk, high-return investments through scare 
tactics," says Donald Reis, head of securities regulation in 
Nevada . 


-- Many people behind penny-stock scams operate on the fringes 
of the securities business, making them difficult to catch. At 
least seven defendants in the FBI case had been barred from the 
securities industry. but continued to work. One of the defendants, 
stock promoter Edward Williamson, was convicted of murder in 
1969, according to the NASD. 

-- Previous sting operations have failed. In 1992, 11 
defendants charged in what was called the "Pennycon" sting were 
acquitted of stock fraud charges in Denver. Defense attorneys 
discredited the government's star witness and raised questions 
about entrapment. 

Even knowledgable investors are sometimes tempted by penny 
stocks because they offer the prospect of big returns for a small 
.investment. Earlier this year, for example, the stock of 
Comparator Systems shot up from pennies a share to $ 1 in a 
three-day trading frenzy that pushed Comparator's market value to 
$ 1 billion. Investors were led to believe Comparator had a 
revolutionary fingerprint identification technology. In June, the 
SEC charged Comparator with marketing a phony product just to 
sell stock. 

Investors fall for scams because a stock that sells for $ 1 
"only has to go up a dollar to double my money," Reis says. 
"There's something about that idea that appeals to all of us." 

Kevin Spring, a language instructor in Houston, bought 7,000 
shares -- for less than $ 1 a share -- in a company that recycles 
old tires after seeing an ad for the stock on television. His 
investment rose as high as $ 2 1/2. But then the stock plunged 
well below $ 1. Spring lost about $ 2,000. It could have been 
worse: The shares are now trading for about 5 cents. 

Of course, small-company stocks are risky even when no 
manipulation is involved. "In most cases, the lower-priced stocks 
represent smaller, less-tested companies," Reis says. ''They're 
more volatile, more risky. Maybe we're not getting that story 
out . " 

GRAPHIC: PHOTO, B/W, Matt Mendelsohn, USA TODAY; Mary Schapiro, 
National Association of Securities Dealers 
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POLITICS & POLICY 


Despite Reforms, Penny-Stock Fraud Is Roarir 

By Michael ScKBoeoex 

staff RtporifT ofTm WallStkect Joubnal 

WASHINGTON - When cleaning up af- 
ter penny-stock scandals of Uie 1980$; 
federal regulators acted aggressively to 
stamp out rampant bilking of small inves- 
tors that amounted to SZ billion a year. By 
1994. the Securities and Exchan^ Com- 
mission bMsted “tbe current level of 
penny-stock activity is minimal." 

But they're not saying that today. 

Fueled by the bull market, new techntriogy 
and regulatory kx)pholes. penny-stock 
fraud has come roaring back-bolstered by 
some of the very remedies designed to 
prevent abuses. Regulators now estimate 
annual losses to investors at more than S6 
billion, triple the 1960s peak. 

"Let me be blunt; there are significant 
problems in the [over-the-counter] market 
and a strong regulatory response is 
needed." says Barry Goldsmith, head of 
enforcement for the National Associatioo 
of Securities Dealeis. The NASO is owiter 
and operator of the Nasdaq Stock Market 
and overseer of the "Bulletin Board" mar- 
ket. which handles relatively cheap, thinly 
traded “penny" stocks - in practice, those 
selling for S5 a share or less. 

The new NASD chairman. Prank Zarb. 
says one of his first initiatives is to clean 
up the Bulletin Board, an electronic stock 
listing created in 1990 to supplant the 
scandal-plagued "pink sheets" used in the 
1980s. (That market was a primitive bid- 
and-ask trading system that pnnied quotes 
on flimsy sheets of pastel paper. The 
Bulletin Aurd gives brokers access to 
quotes by computer or phone. I The NASO 
and SEC may announce other revisions by 
year end. 

However, earlier changes exacerbated 
the fraud problem by helping scam artists 
avoid scrutiny, government and industry 
orncials say. In the case of the most visible 
reform, creating the electronic Bulletin 
Board, few regulatory requirements apply 
to companies that use it. and its link to 
Nasdaq-^ves its listings credibility with 
unwary investors. At the same time, on- 
line technolc^ simplifies the marketing of 
these stocks. 

Neither the SEC nor the NASD knows 
exactly how much fraud exists because few 
Bulletin Board companies must file public j 
financial statements. But Harry Eisen- I 
berg, chairman of Walker's Manual LLC. a 
Lafayette. Calif., company that (racks 
small companies, estimates (hat no more 
than a quarter of the Bulletin Board's 6.716 
stocks are solid and stable. Philip Feigin, 

Colorado’s securities commissioner, says 
many are ‘absolute shells or bogus list- • 
mgs" 


Soaring Volume 

Over tbe Counter Bulletin Board 
average daily dollar volume, 
in milUons ot denars 


Policing Penny Stocks 


I Options that regulators are considering lor stocks listed on the electronic Bulletin Board: 

■ HoM maiket makers responsible forvenfying 
company financial irTtormabon and require annual 
upd^. 

■ Make pablidy available the ounpany inlorma- 
tion maiket makers fUe with the Nabonal Associa- 
tion of Securities Dealers 

■ Reqofae alt Belletin Board companies to tile 
financiai reports with the Securities and 
Exchange Commissioo. 

I ■ Update Oh peacqr stock fide, possiUyrasinoihe 
definition of a ‘penny stock* to $10 or $15 a share. 

■ Ghre Me NASD anilaterai authehty to haR trad- 
ing In stocks where fraud is suspected 

■ Revise the SEC's regisltaljon -exemption rules to 
dose ktopholes. 


Bach 
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HOrt. Indudes both domestic v>d loieign 
Mocks 

‘As of June 1997 


Problems In New York 

This has made it a playground for the 
unscrupulous. Many pn^ems arise in 
New York, which has no state securities- 
registratkJD requirements and is home lo 
many <maii companies ^tecializing in 
cheap stodis. For example, prosecutors 
allege that loopholes allowed broker Mi- 
chael Lipkln and assodalcs to sell $1 
million of stock in Mugs Pius Inc., a 
purported souvenir maker - even after its 
only asseL a New Jersey warehouse, was 
gutted by (ire and closed by its founders. 
Andrew Kandel. New York state's assis- 
tant attorney general in charge of secuh- 
Ues. says such schemes will account for 
most of the 4.300 complaints his office 
expects this year. 

Such cases help explain why the NASD 
is considering such revisions as seeking 
SEC authority to hail trading instanUy 
whenever stock prices and volume shifts 
suggest fraud. Currently, that process can 
take weeks. It also may ask that ail Bulletin 
Board companies be required to file finan- 
cial statements for the benefit of both 
regulaton and investors. 

The SEC already monitors more than 
13.000 traded companies and isn't eager lo 
add nearly 7.000 from the Bulletin Board. 
However. SEC Chairman Arthur Levitt 
says. "If evidence shows that changes are 
needed, we won't hesitate lo take quick 
action " 

Penny-stock fraud exploded in the 
1380s. when such stocks generally sold for 
less than $1 a share, and in 1990 Congress 
ordered the SEC to stamp it out. These 
stocks let small investors ride the bull 
market cheaply But unscrupulous bra 

Vprs nv»rkpr»i>phvnh«np»ndlhplf«l«rr««M 


can push unsophisticated investors into 
buying shares in companies without real 
products or operations. Brokers pump up 
prices long enough to dump their own 
holdings, then move on to other shelis- 
leaving investors with worthless paper. 

The SEC's Tirst move wa# to make 
brokers obtain signed releases from all 
new buyers of penny stocks before a 
transaction could be completed. That was 
supposed to make buyers realize they 
were choosing especially risky stocks. 

Second, the SEC endorsed the Bulletin 
Board as a better-regulated and safer 
forum for thinly traded small stocks. Both 
brokers and regulators then could see 
real-time trading of the smallest compa- 
nies on computer terminals. In theory. | 
they could spot unusual volume or price I 
spikes that might signal illegal activity. 
Rule 504 

In 1992. the SEC also promulgated 
"Rule 504 of Regulation D," which allows 
small companies to sell up to SI million ot 
stock without an SEC registration. De- 
signed to cut red tape (or small busi- 
ness. this exemption has'become a popular 
loophole for fraud; qualifying companies 
don't have to make financial disclosures 
to regulators and their shares can be 
traded immediately without restriction. 

The reforms, coupled with efforts to 
purge wrongdoers from the brokerage 
business, helped for a while In June 1994, 
officials said a survey of 129 brokerages 
found that their penny-stock trading ac- 
counted for less than 5% of total business, 
leaving only "traces ’ of past abuses. Bui 
others already were moving to exploit the 
Bulletin Board, where trading of U.S 
«;torics WMr«1 la^t vpar in Si» hiilinn 
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and he said it would merely “formalize 
what we have already been doing.” Still, 
one veteran Mob investigator, now in 
the private sector, feels that the naso 
and SEC may have no choice but to act 
on the Mob's Street connection because 
it endangers public confidence in the se- 
curities marltets. ‘The FBI is commit- 
ted, and the Manhattan District Attor- 
ney’s Office has an open case. The 
question is.” he adds, “are they [the 
NASD) serious?" 

If the NASD's commit- 
ment is questionable, 
this much is clear The 
Mob is committed. And 
if the NASD an<i SEC offi- 
cials want to see Just 
how much it is commit- 
ted, they need look no 
further than their own 
files. They can look at 
documents filed in con- 
nection with two IPOS 
that never quite got off 
the ground— ^or Mayfair 
Homes Corp., a Georgia- 
based maker of mobile 
homes that is still try- 
ing to go public, and 
Arnerican Fuel Corp., a 
•small New York compa- 
ny in the coal mining 
business whose IPO was 
withdrawn. Registration statements for 
both IPOs were reviewed by the SEC 
and NASDAQ at the time they were 
filed — and there was sorrtething that the 
agencies evidently did not notice. 

The filings by these companies have 
an intriguing element in common: a “sell- 
ing shareholder" by the name of Alan J, 
Longo. The 46-year-oId Staten Island 
(N. Y.) resident has been described by 
law enforcement officials in court docu- 
ments as a “soldier" in the Genovese 
crime family. Both companies identify 
him as a major owner of stod? war- 
rants who would cash out big once 
the companies go pubLc and share 
prices cLmb nicely— as they usu- 
ally do, at least for a while, in 
Mob-influenced offerings. American 
Fuel's chief executive, Robert Bar- 
ra. says he doesn't know Longo 
and hu no loiowiedge of any Mob 
involvement with the IPO. Calls to 
Mayfair execs were not returned 
in the filing for Mayfair, ap- 
pearing on the List nght beneath Longo 
is yet another eminent family name in 
Wall Street Mob circles. It is Romilda 
Abramo, wife of Philip C. Abramo, who 
has been described in an FBI court affi- 
davit as a capo in the DeCavalcante 
crime family. Street sources describe 
him as the leading Mob power on the 
Street, owning or controlling brokerage 
houses that specialize in small stocks. 


(Neither Longo nor Romilda Abramo 
could be reached for comment.) Phil 
Abramo is also alleged by Street 
sources to control Bahamian companies 
that were involved in the financing of 
another recent ipo, for scar Interna- 
tional Inc (BW — M^. 24). scar officials 
have denied knowledge of Mob involve- 
ment in the financing of their company. 
Two of those Bahamian companies, 
Umbiquity Holdings and MaravaJ k As- 


sociates, are listed as selling sharehold- 
ers in the American Fuel deal. 

The Abramo connection does not end 
there. 'TV lead underwriter of both com- 
panies is R. T. G. Richards k Co., a Car- 
den City (N. Y.) brokerage According 
to sources who are familiar with the ac- 
tivities on the Street of Abramo — now 
serving a one-year prison term for tax 
evasion— the alleged Mob capo controls 
Richards through confederates Offioals 
of Richards, which changed its name to 
Matrix Securities on Mar. 1. did not re- 
turn phone calls. A man named Michael 
OeMayo who responded to a reporter's 
call to Matrix, said that he would relay a 
message u> the president of the compa- 
ny. but added that he did not believe 
that gent would wish to discuss the two 
IPOS. DeMayo. also listed as a selling 
shareholder in the American Fuel deal, 
declined comment on the ipo and said he 
had no connection with Matrix. 

Aside from Longo and Abramo. there 
are other familiar names in the May- 
fair and American Fuel offering docu- 
ments — hundreds of pages that were 
combed by SEC and nasdaq officials 
Co-manager of the American Fuel deal 
was SovereigTi Equity Management 
Corp., which has also been described 
by Street sources as an Abramo-con- 
trolled firm Sovereign officials have de- 
nied Abramo's involvement. And then 
there are the other investors in the 


American Fuel deal — six pages of them, 
more than 200 names. One of them is 
Robert Catoggio, a veteran of the penny 
stock business. According to attorneys 
for the trustee of the bankrupt Adler 
Coleman clearing firm, Catoggio was a 
partner with Roy Ageloff in controiling 
the now defunct Hanover, Sterling & 
(^3. penny stock house. Street sources 
have maintained that Ageloff is an as- 
sociate of Longo and Alphonse “Allie 
Shades" Malangone. 
Malangone has been de- 
scribed in court docu- 
ments as a capo in the 
Genovese crime family. 
Malangone, Catoggio, 
and Ageloff were un- 
reachable for comment 
Also included in the 
American Fuel filing is a 
slew of names that are 
little known to the pub- 
lic, but have achieved a 
distinction ail their own 
in some drdes. There is 
a Wall Street-Mob goon 
here, a cocaine dealer 
there, a Long Island 
loan shark — all on a 
lengthy list of names 
that includes, no doubt, 
many nice people. 

If the regulators de- 
cide to peruse these documents — 
again — they won't have to dig too deep 
into their file cabinets. The American 
Fuel registration statement was filed 
last October. The Mayfair Homes filing, 
with Longo and Romilda Abramo ap- 
pearing prominently on page 31, went to 
the SEC on Jan. 23~neaxly two months 
after Longo was mentioned in business 
WEEK. 

CMERCENCY LOANS. So far. of course, 
the Mayfair and American Fuel deals 
have not generated any revenues for 
Longo. He is described as a heavy gam- 
bler who. according to a reference in 
one recent court decision, once had to 
borrow from loan sharks to pay off oth- 
er loan sharks. But the Mob’s Wall 
Street deals are no gamble. They are a 
sure thing— particularly when the reg- 
ulators are nowhere to be seen. 

A couple of weeks ago. Longo, Malan- 
gone. and other reput^ Genovese mob- 
sters were seen paying their respects at 
the funeral of a Genovese mobster 
named Peter Roihano, who was believed 
by law enforcement to be a secret pow- 
er in the Fulton Fish Market. It was a 
sad event. But the Mob has no reason 
to shed a tear. The only powers that 
can truly organize their funeral— on 
Wall Street, at least — are starting to 
make noise But so far, at least, they 
haven't done a thing. 

By Gary IVeiss I'l /'•ru.' York 
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States Lead a Crackdown 
On Telemarketing Brokers 

14 Firms, Most in New York Area, Involved 


By LESUE EATON 


Americans who live west of the 
Hudson may have (ood reason to 
bate New York, based on evideBce 
presented yesterday by securities 
regulators from 20 states who 
cracked down on stockbrokers push- 
ing penny stocks by phone. 

Led by Attorney General Dennis C 
Vacoo cA New York, the regulators 
filed laarsults and other enforcement 
actions against several Individuals 
and 14 firms, almost all based in the 
New York metropotttan area. 

‘*Tbey operau In the shadow of 
WaU Street, which knds them an air 
of leghtmaey,- said Mark 3. Griffin, 
director of Utah's secortdes dlvtskon 
and head of the North American Se- 
curities Administrators Association, 
which coordtnated the sweep. He es- 
tlmated that there were probably 54 
such telemarketing boiler rooms do- 
ing busftiess around the country. 

Four defrauded Investors — none 
from New York — told of losing their 
savings to fast^alklng. hlgb^iressure 
stock aaiesmen srbo bought and 
shares without their permission and 
sometimes egaitkst their wishes. 
"They can convince yoo right eway.” 
said BUy HeUums of RosweU. N3L. 
•ho add e d. “Biewarel** 

Legal actioas filed by the state 
regulators included «**^*«*»i of scripts 
used by cold-callers, complete with 
such stage directions as "pause." 
"tower voice," "sincerely. " and even 
"chuckle, chuckle." The scripts In- 
clude lines for breaking down vie- 
Urns' defeases, indudlng flattery 
("You are rated as an A*- Investor 
I through Dun & Brad Street (sic|"). 
j promises ("My prediction Is in 20 
mtnutes you wUI get a 100 percent 
I return") and even insults ("Cri not 
j asking the color of your underwear. 
I'm sure it's white"). 

Regulators say the problem has 
gotten worse recenUy. Mr. Vacco 
said complaints and tnqulnes to his 
offlco Jumped by 40 percent since 
last year, to 2,100. Oot reason, be 
said. Is that with the soaring stock 
market, "more Investors are coming 
in. and the pitches are being wcU 
received, unfortunately." 

The states' special enforcement ef- 
foR came as Congress, under pres- 
sure from many large brokerage 
firms and mutual fund companies to 
reduce sute regulatioa. has been at- 
tacking state actions. Recently, 
states lost Jurisdiction ever large in- 
vestment advisers Uke mutual funds. 

Now, the Securities and Exchange 
Commisskm is working on a report, 
ordered by Congress, oo sute licens- 
ing of individual broken and firms, 
which are also governed on the Fed- 
eral level by the SE.C. and the Na- 
tional Association of SecuROes Deal- 
ers. Securities firms argue that sute 
efforts dupUcau Federal work and 
waste time and money. 

In a response that the sute regula- 
tors' association plans to file today, 
the sute officials Will argue ihu 
their procedures weed omrocuebro- 


rttisens. New York, for example, has 
twice barred a felon who was con- 
vlctod of flrst-degree robbery and 
attempted murder. Ohio recently 
barred a salesman, approved by the 
NJAS.D., who faced Federal charges 
of securities fraud. 

The NA-S.O. can pull brokers' li- 
censes for only very iifntt#d reasons, 
and cannot uke into account sute 
actions, regulators uy. Moreover, 
the states respond to ail customer 
complaints, no matter bow smalL 
"We're the local cops on the beat — 
when someone has a complalnc they 
may wriu the S.E.C a iener, but 
they land up oo our doorstep when 
we open our offices In the morning." 
Mr. Griffin of Utah said. 

to addition to abusive tales prac- 
tices, the states' regulatory sweep of 
small firms turned up what tome 
regulators call an alarming new 
trend: franchise boiler rooms. Regis- 
tered brokerage firms are said to be 
selling thetr names and Ufgfto* to 
"branches" that operate Independ- 


A bull market in 
complaints about 
pressure tactics over 
the phone. 


eoUy. without supervision. The ii- 
censed firm may not have customer 
records or know about complaints. 

One firm that engages in this prac- 
tice. Investors Associates, was the 
target of IS sutes’ enfoixcmeni ef- 
forts. The firm is based in Uackeo- 
sack. N.J.. and has branches on Long 
Island and In Florida. New Jersey 
Issued a cease-and-desisi order 
against the firm and tu prmapals; 
New York sued it in Suie Supreme 
Court, asking a judge to bar the firm 
and Us employees from manipuiat- 
ing Initial stock offerings, using unli- 
censed telemarketers and ignoring 
custocoer complaints. 

Investors Assocutes said In a 
statement that It would cooperate 
with the state regulators to clear its 
naase. adding that It "never con- 
doned any Improper sales praaice 
and will take ail necessary neps to 
rectify such Ina^nopriate behavior, 
should It ezisL" 

The ocher brokerage firms named 
by the regulators included First 
UaHcd EquiUes of Garden City. 
N.Y.: KcBstegien Wells Inc. of Syos- 
set. RY.; L. T. Lawrence of Manhat- 
tan; Teloca Pacific Securttfes. which 
has offices on Long Island, and in 
Florida and California; Meyers Pol- 
lack Rohblns of Manhattan; BUt- 
more Securities of Fon Lauderdale. 
Fla., and William Scoa Ic Company 
of Union. N.J. 

Executives at the firms either de- 
c lined to respond to the sutes' aile- 
xatlons or could not be reached for 
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On the Shady Side 
@f the Bnil Market 

Large Returns Are Now Brining In 
Stock Promoters With Rap Sheets 


By DAVID BARBOZA 


In the annals of public disclosure, 
few news releases can match the 
chutzpah of one Issued less than a 
month ago by Genesis Insurance and 
Financial Services Inc., a Chatia- 
iiQoga. Ten, accompany that is In the 
process of being shut dovm and 
whose stock has recently taken an 
extraordinary beating. 

Buried In- an announcement on 
April 18 about the sale of a- Genesis 
unit was an unusual defense of the 
chief executive, Mohamed ^Oialry 
Mohamed Zayed 2d. 

“Friends, associates and business 
partners of the C.E.O.,'' the release 
stated, “have long bmn aware of a 
youthful indiscretion over a decade 
ago that resulted in Mr. Zayed hav. 
Ing fully paid a debt to society 
through a period of incarceration, 
completed over seven years ago.” 

That “youthful indiscretion," the 
statement failed to explain, was a 
1986 Federal conviction for counter- 
feiting and weapons possession (or 
which Mr. Zayed was sentenced to 78 
months In prison, but was released 
on parole in November 1990. The 
Genesis release also (ailed to note 
that Mr. Zayed. according to Federal 
records, had a 1981 drug conviction. 


It is not every day that investors 
learn that a company is run by a 
convicted felon. But at Genesis, 
which operated as a holding compa- 
ny and has changed its name several 
times in recent years, it turns out 
that Mr, Zayed was not the exception 
but the rule. 

Indeed, depending on how you look 
at It, Genesis was either a haven for 
criminals or a perfect case study in 
the benefits of rehabllUation. Severaj 
people who worked for the company 
or were associated with it also have 
criminal records, ranging from loan 
fraud to cocaine smuggling. 

And that is oot counting Michael 
Rehtorik, the director of investor re^ 
lations, who does not have a criminal 
record but was barred for life from 
the securities industry in 1989 by the 
Securities and Exchange Commis- 
sion for falsely promising 22 invest- 
ors that he was using their money to 
buy Government bonds. Almost $2 
million was misappropriated, ac- 
cording to the securities rap sheet] 
maintained by state anH Federal reg-l 
ulators. Mr. Rehtorik did not return! 
phone calls seeking comment. 

There is no lack of companies 
these days in which disbarred bro-' 
kers, low-rent lawyers and assorted 
white<ollar fixers engage in stock 


Continued on Page 25 


Unusual Resumes 

Mr. Zayed, above, is one of several men 
associated with Genesis who have pock- 
marked backgrounds. They include: 


— invnMwito ^yed 

chief executive. Genesis Insurance and 
Financial Services Inc. 


2d, 


1986: Convicted on Federal charge of con- 
spiracy to counterfeit currency and unrelat- 
ed weapons violation. Sentenced to 78 
months in prison, Paroled in 1990. 

1981: Convicted of conspiracy to manufac- 
ture drugs. Sentenced to 20 months. 


S'!.'.!: 

1994: Enjsinw) by ihe S.E.C, tor involvement 
in a stock trading scheme, 

1989: Barred lor life from brokerage busi- 
ness for securities fraud, 


Genesis s Motorsperts Travel Cent 


ur\lt 


1973: Sentenced to 10 years on Federal 
fraud and racketeering charges. 


DARIO JARAMILLO, provided Genesis with 
assets valued by company at $2 million 

1994- Sentenced to 10 years in Federal 
prison for a loan fraud scheme. Previously 
convicted on cocaine-smuggling charges. 
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The company has become avare, for Instance, that as a final 

attempt to undermine shareholder 
value through unethical attacks on the Company's 34 year-old CEO 
Hohamed Khairy Mohaned Zayed, II and his character. Friends ' |E 
associates and business partners of the CEO have long been aware of a P 
youthful indiscretion over a decade ago that resulted in Hr. Zaved 
having fully paid a debt to society through a period of 
,incarceration,._ooBpI.6ted oyer 7 yprs ago. This has been made known 
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Gains Attract Stock Promoters 
With Rap Sheets 


Continued From First Business Page 

fraud. But the tangled tale of Genesis 
suggests that the money to be made 
in the soaring stock market ha£ be* 
gun to attract a more dangerous kind 
of criminal to tMiSinesses that end up 
fleecing investors. 

Beyond Genesis, several grand ju* 
Ties are investigating the activities 
of small brokerage firms that have 
been linked to crime figures. And 
just last month, two men were India* 
ed in Brooklyn on charges they tried 
to hire a hit man to protea their 
profits in a securities fraud they 
helped run. 

“People who used to engage in 
questionable activity are now fotiow* 
ing the money to the market.'* said 
William R. McLucas, enforcement 
director at the S.E.C. 

Mr. Zayed, who is now 33 and was 
23 when he most recently went to jail, 
defends his actions by saying that he 
was a "juvenile" when his criminal 
offenses occurred. And of his col* 
leagues, he said it was merely a 
"coincidence" that several had 
criminal records. 

in a telephone interview, Mr. 
Zayed — whqsaid he was in Uruguay 
conducting business » said that Ten- 
nessee state regulators and jealous 
critics were spreading malicious ties 
abosit him and dredging up ancient 
history to undermine his company. 

"None of my problems had to do 
with the operation of a business," he 
said. "Moral turpitude, maybe. But 
some people think what I have done 
since then has been honorable and 
successful" 

Genesis is one of hundreds of pen* 
iny stocks that attract a lot of atten* 

‘ tion from investors even though they 
.fly below regulators' radar. The 
company, for example, did not file 
financial documents with the S.E.C. 
and was not traded on an exchange, 
but rather on Nasdaq's 0-T-C bulle- 
tin board, which has no listing stand- 
ards. 

Nevertheless, investors enticed by 
aggressive stock promotions on the 
internet have lost thousands of dol- 
lars in (he collapse of Genesis. Last 
fall, when the stock was trading — 
rarely — for just 75 cents, it suddenly 
zoomed to $3.50, as hundreds of thou- 
sands of shares changed hands. 
Trading volume continued to be 
heavy even as the stock headed 
south, falling recently to 51 cents. 

"I took a five-figure bath in this 
thing." said Jeff Silverman, a Cali- 
fornia investor who bought shares of 
Genesis after reading about it on the 
Net. "They take these shell compa- 
nies and then hype the assets.” 

Such talk caught the attention of 
state regulators and Federal law en- 
forcement officials. Last week. Ten- 
nessee officials seized Genesis, 
charging that a subsidiary had oper- 
ated without an insurance license. 
Two days later, the S.E.C. halted 
trading. 

A Federal grand jury is also look- 
ing into Genesis, and on Thursday 
the Tennessee Ailornev G»*r»««r»i 


ing possible state and Federal secu- 
rities violations, tax evasion, mount- 
ing debt and a host of other prob- 
lems. 

Today,' disgruntled investors can- 
not quite believe how easily they 
were duped. In retrospect. Genesis's 
rise and fall seems almost farcical, 
replete with a stolen attach^ case 
filled with jewels, a dummy corpora- 
tion in Costa Rica and claims of $140 
million in assets that have largely 
vanished into thin air. 

Even Paul Jennings, the lawyer 
Mr. Zayed has said represents Gene- 
sis. ackiwwledged on Thursday that 
he was “kind of a lost bail in tall 
weeds." 

Although Genesis said it was ex- 
panding through mergers and acqui- 
sitions, state regulators and law en- 
forcement officials now contend the 
firm was acquiring questionable as- 

Regulators say a 
harder breed of 
player and the 
Internet make for 
new dangers. 

seu. then using the Internet and 
news releases to exaggerate the 
company's size, which may have 
help^ inflate Its stock price. That 
kind of stock manipulation may have 
allowed insiders to sell shares at a 
profit in what has come to be known 
as the "pump and dump" strategy. 

"Press releases issued by Genesis 
representing certain subsidiaritt as 
viable entities, or earnings represen- 
tations as to Genesis and/or these 
subsidiaries, appear to be false," ac- 
cording to the report releais^ on 
Thursday by the Tennessee Attorney 
General's office. 

The company, according to state 
regulators, had few operations and 
very little cash flow. Regulators sus- 
pea that salaries and other expenses 
were paid for by illegally issuing 
stock, often funneling the purchases 
through Canada under the name of a 
dummy corporation in Costa Rica. 

The tale of Genesis begins with Mr. 
Zayed. who got control of Academy 
Insurance and Financial Services, a 
Florida-based insurer, in late 1995. 
He quickly put the company through 
a series of name changes before set- 
tling on Genesis, and began acquir- 
ing real estate and other holdings, 
usually in exchange for restricted 
stock. 

Before long. Genesis claimed as- 
sas of $140 million, even as several 
of the companies it acquired had 
quickly ceased operations. 

Mr. Zayed had promised to act as 
a "turnaround artist" for the con- 
cerns but several former associates 
said he had just let the businesses 
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Regulators Say Market’s Bullishness 
Eos Led to Big Rise in Securities Fraud 


By Paul Becketit 

Daw Jones t/ewsunres 

WASHmGTON - Federal regulators 
say the stock market’s recent bullishness 
led to a sharp rise in securities sales 
Craud and stock price manipulation. 

. “If the catch phrase from ‘Jerry Ma- 
guire' was 'Show me the money.' the catch 
plirase here is 'Follow the money,’ ’’ Bill 
McLucas, director of the enforcement divi- 
sion at the Securities and Exchange Com- 
lihission, said at an industry conference 
Friday. 

- , Mr. McLucas suggested that the higher 
incidence of securities law abuses could 
l^d to a greater number of criminal 
prosecutions against rogue traders and 
brokerage houses. 

“We’re seeing a migration of peopje- 
who used to, I suppose, seil shoes - into 
fhe markets and a level of behavior that I 
don't think civil and administrative sanc- 
tions are adequate to address.” he said. 
“We are going to see more aggressive 


criminal prosecuUons in some sections of 
the markets today where the damage that 
can be done is fairly substantial." 

For the most part, industry regulators 
said, the abuses aren't new or particu- 
larly imaginative, just more common- 
place. 

“The conduct isn't new but it’s perva- 
sive,” said Carmen Lawrence, director of 
the SEC'S northeast regional office in New 
York. “There’s a lot of fhoney to be had and 
hard core criminals are gravitating 
there." ■ 

Mr. Lawrence didn’t provide data on ; 
the increase in abusive practices, but said 
that based on reports from field officers 
and examiners “we are finding more viola- 
tions and more egregious violations.” 

Recent news reports have alleged that 
organized crime is seeking a foothold in^ 
the small-cap sector of the equities mar- 
ket - allegations that SEC Chairman Ar- 
thur Levitt, in a Feb. 25 letter to Rep. John 
Dingell, (D., Mich.), called “disturbing.” 

Manipulations and fraud concerning 
small-cap issues has become one of the 
most pressing problems that regulators 
face and has led to some high-profile cas'es 
in recent months. 

In February, the SEC filed suit against 
Sterling Foster & Co., a small-stock bctH 
kerage firm based in Melville, N.Y.. alleg- 
ing that the company defrauded investors 
out of at least STS million and used so-called 
boiler room high-pressure sales practices. 

Without admitting or denying the alle- 
gations, Sterling Foster seWed the com- 
plaint and agreed to the installation of a 
compliance monitor. 

The increase in securities fraud and 
abuses is also expected to lead to morej 
combined investigations between the SEC 
and other federal agencies, such as the 
Federal Bureau of Investigation and the 
Justice Department, regulators said. • 

One example: In October, a “sting" 
operation led by a squad of FBI agents 
posing as stockbrokers at a Manhattan 
small-stocks firm, resulted in 46 people 
being charged countrywide. The squad 
collected more than SIOO.OOO in kickbacks 
in exchange for buying stock in small 
companies, authorities say. 
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Antifixutd 

Court Bars Georgia Man, 

Freezes Assets Over Fraud Charges 

T he U^. District Couit for the Northern 
District of Geor^ has prdiminari^ en- 
joined an Adanta man a^ frozen as- 
sets ih connection with Securities and Ex- 
change Commission charges be frnudulenCfy 
solicited investments using die offering docu- 
ments of a dissolved lifted partnerdiip. the 
SEC announced June 26 (STC v. Eakind, DC 
NGa, Civtt Action No. l:97-CV-1790OG4. 
6/23/97). 

According to the release. Judge A. 

Moye Jr. also ordered defendant J. Soott Es- 
kind to provide an accounting “of all monies 
received from the scheme and of die dl^Msl- 
don and use of said funds.” The SEC said Es- 
kind consented to die rdief without ■Hmiwtng 
or deicing its ailegadons. 

Tower Asset Manaceaieat OfBcez En its June 20 
complaint, the SEC said it asserted rhar hom 
November 1994 to 1996, Esklnd was sec- 
retary and treasurer of Tower Asset Manage- 
ment, and the general partner and investment 
adviser of Asset Management Fund Lf wdiich 
was formed for the limited purpose of Inve^ng 
in securities. “In or before April 1996," die 
commission said, "Esklnd misappropriated or 
converted approximatdy $246,000 of Asset 
Management's assets, and concealed his ac- 
tions by falsifying the partnenhlp’s books. 
When the thefts were di s cove r ed, &kind was 
terminated by Tower." it added. 

Thereafter, Esklnd Mlidted investments 
from the public using Asset Management's of- 
ferii^ documents, the SEC alleged. In so dohi& 
it said Eskind failed to inform Investors diat he 
had been terminated by Tower and that Asset 
Management had been dissolved. 

Accordingly, the commission related, die 
court enjoined Eskind from violating tte anti- 
fraud provisions of the federal securities laws, 
and froze all assets h^d or oontroUed by him. 
In addition, it said the court directed Eskind to 
provide an accounting of all monies he received 
from his alleged scheme within 20 days. 


investment pool managed by Ben Mar. The investors 
were located in Kentucky. Ohio, Florida, and oth^ 
states. 

Illusion of Profits. In soliciting investors, the commis- 
sion charged, Gatch and Schmidt daimed that the in- 
vestments would earn profits of 4 to 5 percent per 
month. Gatch also alleg^ly made false representations 
concerning his trading strategy, whidi according to Che 
SEC, consistently resulted in substantial losses. The 
agen^ said that Gatch concealed these losses, and 
maintained the illusion of trading profits, by using Che 
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funds of existii^ imresfors and new investors to rmiay 
principal and pay purported profits. the time^ 
scheme came to investon had lost approximately 
$12.2 mfllitm, Indudlng appnnima^y $4 mtiiiww fh«f 
Gatch and Schmidt took ter ttieinsdves." according to 
the ctunmission. 

Gatch, who handled aU of Ben Mar's trading and ac- 
counting. has pled guUfy to criminal wire fraud based 
upon his role in the sdieme, the commission related. It 
charged here that Gatch made material misrepresenta- 
tions and omitted to disclose material facts to Ben Mar 
investors; sold unr^istered securities: and foiled to 
eompfy with the r^istration and custetiy provisions of 
the 1940 Investment Advisers Act Sdunidt in turn, al- 
legedly solicited Ben Mar Investors and repeated 
Catch’s false performance Schmidt ftuled to in- 

vestigate the performance daims and foiled to take any 
steps to monitor Gatdt's activities, the SEC said. It is 
seeking injunctive reli^, disgorgement and penalties 
against the defendants. 


Crime 


Bennett Officers Indicted 
In Massive Securities Scam 

N ew YORK— a federal grand jury in the U.S. Dis- 
trict Court for the Southern District of New Yoric 
Jime 26 indicted Patrick R. Bennett former cfai^ 
financial officer of Bennett Funding Group C^FQ, in an 
enormous securities scam that afii^edfy bUlmd some 
$700 million from about 12,000 investors In what pros- 
ecutors called one of biggest such schemes in U.S. his- 
tory <U.S. V. Bennett, DC SNY, Cr. No. 97 -, 6/26/97). 

Beimett faces 43 counts of coosplra^, securities 
fraud, and monq^ laundering, among other c hi^rg^ . 
Three other company officers also were Indicted and 
charged with similar crimes, following a 16-month in- 
vesti^tion by the FBI. the Securities and Ex^ange 
Commission, and the U.5. Attoraqf*s Office. 

BFG, which was based in Syracuse. N.Y.. and filed 
for bankruptcy in March 1996, had been involved with 
the purchase and sale of office equipment leaves. The 
indictment alleged that b^ween 1990 and !M6, at Ben- 
rtetfs direction, the compazqr bilked investors by selling 
the same lease contract more than once, sdling wholly 
fictitious leases, oversdling pa r ti d patlons ih lease con- 
tracts, and selling lease contracts that were also 
pledged to banks and other financial institutions in con- 
nection with loans and credit obtained by BFG. Bennet 
also was charged with fraudulently overstating th< 
company’s net income on financial statements and h( 
faces 14 counts of bank fraud in connection with thos< 
actions. He also alleg^y diverted funds to company af 
filiates whose operations were not consolidated witi 
BFG to conceal the scale of the fraudulent sates. 

U.S. Attorney Mary Jo White tried to convey the im- 
pact of Bennett's allegedly massive sriieme. "Calling 
this white-collar crime may trivialize the enormous 
hardship and economic devastation sui^red by the 
thousands of hardworking investors who were the vic- 
tims of these crimes." she said. “Many are elderly and 
face the loss of their life savings and their hopes for,a 
secure retirement Others now cannot obtain nece^^ 
medical treatment or provide for their children's , Ques- 
tion.” 
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Beanetfs attorney, Charles A. StUlmaru Stillman & 
Friedman, said his client has worked to recoup com- 
pany ass^ to maximize the return for BFG’s investors 
and eiatma to have assisted the company’s trustee in re- 
covering millioits of dollars in holdings. "He deeply re- 
grets that any investor has suffered ai^ financial injury, 
and as a former officer and director of ttie Bennett com- 
panies accepts fiitt responsibility for his actions,” Still- 
man said. Neverfiieless, Stillman said the trial will 
prove BFG's operations and Bennett’s actions were no 
Ponzi scheme and that the companies ”were not run for 
his persoiud enrichment” The indictment prevents any 
further comment on spedSc charges. Stillman noted. 

Rve people associated with the Bennett case already 
have pled guUty to dtarges related to the Investigation. 
Securities firaud charges against Bennett from the SEC 
are still pending before U.S. District Judge John E. 
Sprizzo. 

Contempt for Commission. According to the U.S. attor- 
ney’s indictment, Bennett and his three co-defendants— 
his brother Michael, Charles T. Genovese, and Gary 
Peiffer— tried to dupe the SEC by invendng and back- 
dating documents during the agency's probe. They are 
all charged wifii conspiracy to obstruct Justice and to 
commit peijury in connection with the SEC investiga- 
tion. 

The four men’s behavior “reflects complete and utter 
disr^pud and contempt for the SEC and its duty to pro- 
tect the investuig public,” White said. ‘These massive 
acts of brazen obshucdon, which are charged, were not 
inadvertent nor confined to a few wrongdoers,” she 
added. 

None of die oo-defendanfs attorneys could be 
reach^ for comment. 

The charges against Bennett amount to a maximum 
prison sentence of 760 years while his brother faces up 
to 15 years in prison, if convicted. Genovese also faces 
up to IS years and Peiffer 10. 

In a related matter, Anthony R. Pavoni, the owner 
and prestdent of Scriptex Inc., and Thomas PomposeiU. 
the company’s former comptroller, pled guilty June 24 
to a five-count information of obstruction of Justice, per- 
jury, and conspinbcy ch^es, that arose out of the SEC 
tnvestigadon of BFG. Both men admitted to fabricating 
and bi^-dating documents and giving false testimony 
to the SEC, White said. 

By JemtcY Golofarb 


Antifraud 

SEC Charges Five in Alleged Scheme 
To Create False Appearance of Sales 

T he Securities and Exchange Commission an- 
nounced July 1 (hat it instituted two separate ad- 
ministrative cease and desist proceedings against 
five individuals over their alleged rotes in a scheme to 
create the false appearance Chat a Nasdaq-listed 
company — Ferrofluidics Corp., of Nashua. N.H. — had 
sold 620,00 shares of stock. 

In one action, respondents Helen Chalut and Saleem 
Noorani agreed to settle the charges without admitting 
or denying misconduct (fn re Chciut. SEC. Admin. 
Proc. File No. 3-9344, 7/1/97). Chalut allegedly was re- 


cruited to act as a nominal purchaser of the securities, 
and Noorani allegedly provided misleading documents- 
to support the fraudulent scheme. Thqr n(rrrr il to 
and d esist firom future securities law vioiadons, to 
disgorge $21,000 and $65,000, respectivdy. 

Meanwhile in the second case, charges remain pend- 
ing against respondents Paul Okuda. Stephen Thorpe, 
and David Chester (fn re Ofaudo. Admiru Proc me No. 
3-9345, 7/1/95). The three men, along with Chaig t, al- 
legedly were recruited to act as nominal buyers of F«<- 
rofluidics’ stock until the shares could be roistered and 
sold to bona fide investors, the SEC reported. It said tt 
is seeldng disgorgement and prqudgment interest 
against all three respondents, and chdl pimwlties a gainst 
Okuda and Chester. 

False Appearance. In particular, the SEC said that 
during Mai^ and April 1992, two senior Ferrofluidics 
officii devised a scheme to create the falM appear^ 
ance that their company had sold 620,000 sham of 
stock. Okuda, Thorpe, Chester, and Chalut — alleg- 
edly were recruited to act as nomin^ purchasers— each 
signed a subscription agreement, a promissory note, 
and a pledge agreement, the commission said. “How- 
ever,” it charged, “none of them paid for the Ferroflitid- 
ics stock, nor did they have the financial ability for the 
shares. Okuda, Thorpe, and Chalut each receiv^ p^^ 
ments from Ferrofluidics for their participation in t^ 
scheme.” according to the commission. 

Additionally, the agency alleged, at the entity's re- 
quest, Okuda, Chester, and Chalut falsely confirmed to 
FemfluidJcs’ outside auditors during the 1992 audit 
that they owned the company the amount pt^aUe un- 
der their respective notes. Also, at Ferrofiuidlcs’ re- 
quest, Noorani allegedly sent the company a backdated 
letter that he had b^n told might be made available to 
the concern's auditors “outlining a commission sched- 
ule that never existed.” Moreover, according to the 
SEC, Chester and Noorani’s company received commis- 
sions for helping Ferrofluidics sell its shares, but nd- 
ther Chester nor Noorani was registered as a broker- 
dealer with the SEC. 


Brofeer-Dealers 

CA 8 Sustains SEC Liability Findings 
Against Firm, President Over Offering 

T he U3. Court of Appeals for the Eighth Circuit sus- 
tained Securities and Exchange Commission liabil- 
ity findings against a brokerage firm and its presi- 
dent over misconduct in an offering purportedly under- 
taken in part to develop a medical waste disposal 
facility Everest Securities fnc. v, SEC, CA 8, No. 96- 
3293, 6/26«7). 

However. Judge Roger Wollman vacated in part the 
sanction imposed upon Everest Securities Inc. and its 
president Jeanne Alyce Kunkel. The. disciplinary pro- 
ceedings against Everest and Kunkel were undertaken 
in the first instance by the National Association of Se- 
curities Dealers Inc. 

Stock Offering. The court explained that G.E.O. Inter- 
national Inc. sought to purchase Midwest Tire Service 
Inc-. a business that wouid collect, process, and dispose 
of waste tires, and later sell the tire-derived product as 
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S.E. C. Asks Judge to Soften Stand on Fraud 


By Bioombetf-Newt 

The Securities and Exchange 
Commission is urging a Federal 
judge to reconsider her earlier deci- 
sion making it tougher for investor 
lawsuits against companies to go for- 
ward under a year-old law. 

Judge Fern M. Smith of the Fed- 

U District Court in San Francisco 
ruled in September that under taws 
passed in 1995 to curb class-action 
lawsuits, shar^olders must ^w 
deliberate corporate intent to com- 
mit fraud. 

The commission filed a friend-of- 
the-court brief arguing that the judge 
misinterpreted Congress’s intent in 
passing the Private Securities Liti- 
gation Reform Act of 1995 and devi- 
ated from other courts on the issue. 

Congress, in passing the law. did 
not try to set a stricter standard than 
that established by the courts, but 
instead left to Federal judges ’’the 
discretion to create their own stand- 
ards," said the commission’s Jan. 31 
brief, which was released yesterday. 

Courts have typically requir^ 
only that shareholders show that an 


accused company acted with reck- 
lessness, a legal term defined by the 
courts as "an extreme departure 
from the standards of ordinary 
care," the commisskm said. 

The brief said, "The recklessness 
standard requires a high level of 
culpability,’* adding that the com- 
mission used this standard in its own 
enforcement cases. 

The S.E.C. brief was filed in an 
investor’s fraud suit against Silicon 
Graphics Inc., which was dismissed 
by Judge Smith and reflled in Octo- 
ber. Silicon Graphics, based in Moun- 
tain View, Calif., has filed another 
motion to dismiss 

The suit against Silicon Graphics 
contends that executives issued de- 
ceptive statements to inflate the 
price of company stock to sell it for a 
total profit of $13.8 million. The com- 
pany has denied any wrongdoing. 

Silicon Graphics did not respond to 
a request for comment yesterday. 

The law, enacted by Congress over 
President Clinton's v^o, seeks to 
curb frivolous shareholder suits 
against companies when the compa- 


ny's stock falls. A key provision re- 
quires that complaints state "with 
particularity" any facts that suggest 
corporations intended to commit 
fraud.— 

In September. Judge Smith rul^ 
that investors "must allege specific 
facts that constitute clrcumstanfik 
evidence of conscious behavior 
defendants." It is not enough tfiat 
they show that a company had a 
motive and opportunity to comnflt 
fraud, or acted recklessly, her dodt- 
sion said. 

Judge Smith did not respond tO<'^ 
request for comment yesterday, -'d 

A lawyer who typically defends 
companies in class-action suits s^ 
the dispute might have to be resolu<U 
by the Supreme Court. 

"The S.E.C. certainly raises a (le- 
gitimate issue in terms of this opin- 
ion having staked out a position that 
no other court has adopted before,*' 
said John Sullivan, a lawyer with 
Fried. Frank, Harris, Shriver & Ja- 
cobsen in New York. "But the pne- 
vailing standard is uncertain in light 
of the new act." 
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MARKETS 


Swindlers’ 

paradise 

Apparently greed makes 
people careless. 

They shouldn't count on the 
cops to protect them. 


The charts below tell the 
STORY. In the past five years the 
army of stockbrokers has grown by 
50%, to 650,000 strong. The U.S. 
now has more stockbrokers than 
steelworkers. The regulatory staffs 
at the Securities & Exchange Com- 
mission and the National Associa- 
tion of Securities Dealers have 
grown 18% during the period: 
2,442 regulators last year, versus 
2,069 in 1991. One regulator for 
every 266 brokers. Ditto for 
enforcement actions: The ^lASD and 


SEC — combined — brought one 
enforcement action for every 400 
brokers. 

Cities are getting federal help to 
put more uniformed cops on the 
beat. How about a little extra 
staffing for the security cops? Even 
with increased staff, the NASD did 
5% fewer routine examinations at 
brokerages last year than in 1991. 
Preying on the least-informed 
people, the security crooks arc 
giving capitalism a bad name. 

-Gretchen Morgenson tm 




Regulators 


I SEC: 934 « Budget: $369 million • Enforcement actions: 453 

H NASO: 1,508 • Budget: $215 million * Enforcement actions: 1,200 

SmM; SvwMf 4 CsAmfiCanmiBign.' Sfnntas MAnOy AaocMfiM MMwT AnociMn ^ SfOriM* On*>i- 
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Seniors, Prey of Con Artists and Brokers, 
Are Mad as Heck, Wont Take It Anymore 


By EkUBf KtNSELLA 

lU^Mcr ar TW 1 MU 4 . Sn««T JPURMM. 

Bratoi «ad sean ai^iti bewue. Ilie teoior set is cettiflf 
savTier. 

Aaduifiler. 

Take wnus U. Owyea. a retired tNaineasaian In Casa 
Grande. Aris^ wtw says he's *tushinr >3.“ Some years 
ifo. be ioit to AsMsfcas lOerotei Inc., a fraudulent tele* 
raarie^^f coR^taay Slat dalsMd be invotved in a wireless- 
cable venture. 

After meking Us origloal fnmtniaac. Mr. 

Ouiyaa tNaaow susiddbos iib« dw (ompaQ^ 
vays seemed ta be tte pcoeess** of some CMBpO* 

cMed procedures. Be befsp eaiaioebu; Us oo^ 
lespotaknce ant reooRftnf Us tti^ hone 
oonvemtkxtt wtth cominny otlldal^ 

In 1993. lifr. Duryea was the star 
'irttness in die Artaotu Oorpcratkm 
Commlisine ^ cam apteft Aaeth 
can Mierocd. dttrtttg more than 
a miles round-trip eadb day 
to tesd^. Attonxys oedlt his 
testimony wldi a court ded* 
doe Oat e&eftrUy pot Ul- 
crotcleotof bedaess. 

MotUis later. wIm Ifr. 

Duryea benn raoeMar trie- 
phm calls ooo ea obeeure Wall 
Street fins daimb>( diat ft was 
putsuiBf Aaertean lflkroM*t ef- 
forts ta obtain wlrdeat ttceeses, 

*Mr. Duryea fired up Ui tape- 
reoonler again. And again be was 
tastrumestU U abutting down another 
scam operafloB. 

'*TlMie guys are aeoks.and 
haft to be stopped. Those 
tapes hdped break their ease 
to pteees." sayi Mr. Duryea 
proiiuty. Bat he^ stlB telous 
about the money he lost, 
adding: '"niey can't give K 
back to me unless tltey find It” 

Now Us tetep hoo e miswe rlng ma* 
cbUe inform any salespeople caiUng Urn to stn^dy '‘FnTet It” 
Increasingly Seniors Get Data 

gftr ware MitkOT 1%»vm hmn a. tlfwt nflt only nf yam 
«Ttt«tK trvtwy tw rhixiM th»m wtf at th#jr M wnrt hiit nf 

URScruauious or nat-sobrigW brokem urging inaDorooriaieJfl* 
But many older Uvestors are taking cbai^ of 
titeir own financial lives. They are scouring financial publica- 
tions. haunting brokerage offices and even surfing the (mcr- 
nel in their quest for higher returns and. in some cases, some- 
tiling to occupy their days. 

it's a whole different world when you’re not working." 
says Paul Tcrowsky. «. a retired car-wash owner w Great 


Neck. N.Y. “I need to keep that drive somdur w r.” 

Mr. Terowsky is a fiequent visitor to the Great Neck public 
library, where he baa beea faiovm U race oGier rettted-la- 
veston to snap up ^ late^ copy ^ Une Inveameift 
Survey when it arrives at about I pmt. each Ptid^.'OecQaiid 
for the pubUcafioo Is so great that the Ubrailaii restricts Its 
use by aay one patron to just 30 minutes. Mr. Tmowsky is ooD- 
viaced that a suck «g«r^e U VUue I^e teads almost U- 
evitably to a rise 1ft &e dock's price. 

When he isn’t at the lUxaiy perus&if Value Lbie, Mr. 
Terowsky can often be found at the local Charies Schwab 
oOlBe wattlilag the tepe qpoel by with a dona or so 
other rethce hprest e rs . Badi of file “lob^ tats.** u 
thQT cafi ann u dves. me k aow n far thefr fa v e s ha e at 
cholees: Joe Katx. for Instance, is a gold bug. con* 
vinced that his. holdings of gold stock wifi save 
the day when "Inevitably ttwte wifi be 
' some disaster in the world.” EU 

Gulndy. a mhed bai^ oftle^. not 
surprisingly. Ikvocs ^undai 
stocks. He points to the most re- 
cent quote on Qiase Manhat- 
tan's stodc-ratTS-and boasts 
that he bougtd it M ^ for 
about&OaAate. 

**WlMn t go to a patty, f want 
m be tkla to say that I tiad'A 29lb> 
to-SOW tehira lait year.” says Mr. 
Terowsky. ”ljuittldid:l€anbeat 
anything out OKie.” 

PUaty to InvoR 
lAttnal funds and bcokerage 
' houses tore diems Uke fids. Th^ 
have pletity of manor m hRcst-ooe 

Itiidv liidhwtM that twiHW hMdwl tnr 
tlin» « nr nirtw* haw ft fl trilHnn I nttSt- 
not Indudlnr tome flwdfv iwmnlnvfT 
p^ElSBt^aad tbor trade eflen. geatfatlcg 
commisdOQ revenuefor bcotas. 

But as with the Great Nedc Schwab 
office, brokers are finding that there 
can be too much of a good thing. When 
the noise level in the lobby got out of 
hand a few moaths ago, the sofas midderdy dlsappwed and 
&:hwab employees began pointedly tskiag the tobby rats if 
they had accounts at Schwab, the lobby dwellers say. 

Tom Taggart, a Schwab spokesman, skys the firm's 
branches are designed to allow peoi^e to “intecad." but *at 
the same time, we want to make sue that rUt have 

equal access." 

Retirees also are forming investment coffee Matches at 
diners and pancake houses across the country. Billie Taylor, a 
»-year-o<d retired high-.schooi teacher in Kettering. Ohio, 
meets weekly over ctrfiee and d<M)uts af the local Meijer food 
sn<^ for a discussion about computeriEed investing. And woe 
Wco-se Tkm fo Page CIC. QAumn 1 
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Seniors, Often the Prey, Are Mad as Heck 


OonUmted From Paged 
be unto him wtM makes a bold statement 
without the facts to back it up. 

Joe Wade, an accountant, learned that 
the hard way after he procbUmed at one 
lunch sesskm that Genoal Motors stock, 
bought in 195S and held unU 1995. would 
have been a bad lovestmeatwbMt adjusted 
for inflation. 

The resulting uproar, parttcularly 
among wonted owners of the stock like 
Or. T^lor. the retired teacher, co n sume d 
the next few weeks of meetings u each 
member researched stock splits, sidnofls, 
dividends and Inflation rates. When the 
grotq) finally smoothed out Its spread- 
sheets. t^ realised that Hr. Wade badot 
factored in all of GtTs stock splits, ttna 
seriously undervaluing toe stott* per 
fonnaoce! during that tone period. Or. : 
Taylor si^ that toeir diligent research did 
uncover at least one extended tone period 
durtatg which the stock' would not have 
boen a lucrative inveshnenL Des^te bis 
Initial upset. Dr. Taylor s^ toe research 
effort taught toe group more about the 
Investment process. 

“It was certainly worth the price of a 
breakfast." he says. 

A former real-estate broker who joined 


toe gathering at Meljer last summer didn't 
last long after proposing a risky strategy 
involving trading so-called naked optiocit. 
By the tone dw gang had grilled him about 
taxes, commissions and risks, the ex-bro- 
ker conceded that be tudn’t actually dosed 
out his posidons or earned any mon^. 
even though be had been urging the other 
members to adopt the same strategy. He 
stopped attending meetings. 

"Maybe be was embarrassed or maybe 
we hurt Us feeliogs," says Dr. Taykr. 
**Bnt if you’re going to sUnest aometolng 
like that, you’d better be able to bade it 
up.’’ 

But It’s toe seamsters who have the 
most to lose wtmn they tangle with savvy 
seniors. The Federal Bureau of tnvestiga- 
tiMi relied In part on senlots recruited by 
toe Anecicao Aasodatioa of Retired Per- 
sons to crack down on tetemaikettof 
seams Jn a oUlonwfde sttng operation 
known es "ScUor SentomL" Some of the 
volunteers were former law-enforcement 
offlcecs. But others wereore&naiy dtixens. 
some of whom had been vfetonlsed In the 
past and were targets of repeat efforts by 
other seam artists, who circulate so^alted 
reload, or "sucker" lists among them- 
sdves. 


The evldeoce provided through toe re- 
corded conversations proved dainaging for 
the tdemarketers, but it also yielded valu- 
able infonnatom about toe variety of 
schemes used to defraud people. One 
teieinarketer employing what is termed a 
"Rip and Tear" strategy (so-called be- 1 
cause it inflicts great dunage in a short ' 
tone by relying on outrageous claims) was- 
recorded verbally abudng a potential vic- 
tim. Rdylng on the tapes, the FBI was able, 
to Identity and arrest toe person. Uke a;, 
number i»( other scam artists, be is cur-- 
rently In FBI custody and has been 
diarged with multiple counts of fraud. 

Senior Sentinel resulted in the issuan- 
ce of 117 seardi warrants and approxi- 
mately 400 arrests by 38 FBI offices, and 
trials are eondnuio^. rar anaiyate,. 
fallowtgg th# Ktlng OMwatHofi • 

thar TB% tMvrtwl hv 

ijififfi iirnma wrrr ftMfilY. 

"Ttae tetemarkettog fraud con artists- 
should pay careful attentloQ to this invesd-i 
gaton,’’ Rfttwt Rhrgw AAPPfhaW 
man. ’The dder person you believe to be a; 
helpless victim may be turning you in to 
the authorities." 
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A.R. Baron Rx-Brokers 
Plead Guilty to Charge 
Of Criminal Activity 

By a WALt. Starct JouiiNAt. Staff Reporter 

NEWYORK''TwoforTnerA.R. Baron& 
Co. brokers pleaded guilty yesterday in 
state court here to partidpadnf In a 
criminal enterprise and said they would 
cooperate in the prosecution of executives 
of the defunct brokerage and investment 
bank. 

The men were among 13 former A.R. 
Baron ofnctaJs indicted last month on 
charges of running a criminal enterprise 
that defrauded investors of more than STS 
million. The New York firm operated from 
1931 until last July, when a trustee ap* 
pointed by the federal bankruptcy court in 
Manhattan took over the firm at the re* 
quest of regulators. 

The men. Garvey Fox of Stratford. 
Conn., and Matthew Hlrsch of New York, 
both admitted in court to lying to investors, 
manipulating stock prices and participat- 
ing in a criminal enterprise. “The com- 
pany was nothing more than a group of 
people who had gathered together for the 
purpose of committing securities fraud.*’ 
Mr. Fox told the court. 

Messrs. Fox and Hlrsch, who are free ; 
on bail, both face mandatory minimum « 
sentences of one to three years in prison. 
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NASD to Study Stock Claims on Internet; 
Device Will Look for Suspicious Phrases 


By Rebecca Buckman 

Dote Jones Newsteires 

If you are p lanning OQ hyping your 
company's stock on the Internet anytime 
soon, try to avoid comparing it with high* 
tech success story Microsoft Corp. 

It might also be wise to avoid phrases 
such as "guaranteed moneymaker" and 
"hot little tech stock." 

The reason? Regulators at the National 
Assodatjon of Securities Dealers soon will 
be on the ioolQXit for those red flag terms, 
as well as others that might 'Indicate a 
company is mainng 

possibly dangerous — claims about its 
shares. 

They are "all phrases -we've already 
encountered, and ionesl that gener^ly 
signal- trouble," said NASD Regulation 
Inc, President Mary Schapiro, who 
launched a campaign last summer to warn 
investors about Internet stock fraud. 

Now, Ms. Schaplro's agency is develop- 
ing a sophisticate con^tuter search en- 
gine that would troll the World Wide Web 
for specific, too-good-to-be-true phrases 
such as "the next Microsoft" 

A prototype of the technology, which 
oouid be programme to search for differ- 
ent words and phrases as stock fads come 
and go. might be ready as early as this 
summer, a spokesman for NASD Regula- 
tion said. 

The surveillance tool could patrol popu- 
lar securities bulletin boards such as Sili* 
con Investor and America Oniine lnc.'s 
Motley Fool, where anonymous messages 
tout or pummel spedfic stocks — often 
without many facts to back up the claims. 

The NASD Regidation spokesman, how- 
ever. stressed that the seardi engine re- 
mains in the early stages of develop- 
ment He said details about exactly how 
and when It would be used haven't been 
worked out 

But in a speech delivered last week in 
New York. Ms. Schapiro said regulators 
could use the technology to catch potential 
stock scams before they spiral out of 
control. 

She said the technology could have 
blunted the damage done to investors by 
Comparator Systems Corp. . a once-high- 
flying fingerprint-ldenlifi^lion company 
that was delisted by the Nasdaq Stock 


Market last May. The company Uter set- 
tled charges of asset inflation with the 
Securities and Exchange Commission 
* without admitting or denying wrongdoing; 
although the SEC did sanedon two com- 
pany officials. 

For two months before Comparator's 
collapse. Ms. Schapiro said, messages 
about the company piled (Q> in Internet 
forums. 

"I would like for us to be able to 
recognize those building masses of mes- 
sages early enough and alert the public," 
she said. "We'd like to be able to stay 
ahead of the Comparator situations before 
they tank and cost people a lot of 
money." 

John Stark, supervisor of Internet sur- 
veillance for the SEC. called the Idea of 
an NASD search engine "terrific." 

Although many investois are becoming 
more savvy about dubious stock claims 
posted on the Web. fraud still abounds, 
he said. Since securities chat forums have 
sprung up in the last couple of years, the 
SEC has brought nine enforcement actions 
against companies whose shares were 
fraudulently promoted on the Internet, 
according to Mr. Staric. 

The agency also has investigated Web- 
based newsletters and other cases of stock 
manipulation In cyberspace, he said. 


HAUMARK CAROS INC. > 

Flextech Stake of 8.4% 

Is Sold for $9.95 a Share 

An 8.4% stake In Hextedi PLC, Ibe 
U.K. cable proEranunlne company, was : 
sold Friday by EaUmark Cards Inc.| 
throng Goldman. Sachs & Co. Hall-! 
mark, Kansas City, Mo., bought the stake' 
in 1994 for around 430 pence (S6.8S) a share 
and sold the shares for 624.5 pence (59.95) 
each on Friday. Flextech Chief . Exec- 
utive Roger Luard said Hallmark's strate- 
gic partnership with Hallmark to produce 
movies and develop long-term nim distri- ' 
bution rights is unaffected by the disposal. 
"It increases the sise of (Flextech'sl public 
lloat, which has been a problem," Mr. 
Luard said. About 80% of Flextech stock is 
owned by a unit of Tele-Conununications 
Inc., Cox Communications, Pearson PLC 
and a handful of institutions. 
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NASD Board Approves New Taping Rule And Approves Order 
Audit Trail System Implementation 

Wasluii^n« D.C. — The National Association of Securities Dealers, Inc. 

(NASD^, t^y announced that the Board of Governors approved a new rule that, if 
approved by the Securities and Exchange Commi^icHi (SEC), would require 
brokerage firms to t^ record all of their brokers’ i^ne calls with investors, if a 
certain percentage or their brokers were employed by an expelled brokerage firm 
within the last two years. 

The t^ing rule defines an expelled firm as one that has been expelled from a 
securities industry self-regulatory organization, or has had its registration revoked by 
the SEC, for sales practice violations or teiema^eting abuses. Tite threshold 
percental of brokm from a disciplined firm that would thereby require recording, 
will vary from 40 percent for a sm^l firm, to 20 percent for a large mm. Under tlw 
rule, every firm will be reqtured to conduct a qu^mrly review to determine whether 
they must be taring. To ease compliance burd^, NASD Regulations^ will provide 
its members with lists of expelled firms and their former associated persons 
(organized by current eD: 4 )Ioyer). 

"Putting potential problem brokers on notice tfa^ calls are being taped is a positive 
step for every investor. Firms that hire a concentration of brokm mm a fim with an 
egregious dlKipllnaty history have an obligation to the investing public to ensure 
t^ tiiose brokm are properly supervised and conduct themselves appropriately,” 
said Frmk G. Zarb, NASD Chairman, Chief Executive Officer, and P^ident. 

This rule grew out of the results of the Joint Regulatory Sales Practice Sweep 
Repoi^ ajoint effort of foe NASD, SEC, New York Stock Exchange, and the North 
American Securities Adnunistrators Association. 

The Board also ratified foe approval by the NASD Regulation Board of Directors of 
the NASD’s Order Audit Trail System (OATS), which is currently in development. 
The proposed rule governing OATS was filed with SEC on July 29*^. 

The OATS project will capture important order surveillance information for use by 
regulaton. The proposed nile allows for foe phase-in of foe full system beginning 
with foe inclusion only of orders that are captured or input directly into an electronic 
system by August 1998. All orders in equity securities received by other than 
electronic means would be covered by January 1, 1999. All other orders would be 
phased-in by no later than January 3 1 , 2000. 

"This phase-in schedule has been developed in order to allow broker-dealer firms a 
greater opportunity to efficiently implement the OATS system’s technical 
requirements wiiile also making n ecessary changes to fully implement foe SEC order 
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handling nilcs ai^ Year 2000 {hq^jcgIs. tiw t&ajority of Nasdaq's oider 

flow comes to us electronically, the initial phase will, is itself, provide us with an 
extremely useful surveillance tool," Zaib added. 

T!» Ni^oi^ Assoc^oq of S^iirities is the largest Miomd^-industry 

self-regulafory oigani^on in the United States. Throu^ its subsidiaries, NASD 
Regulation, 1^., and The Nasdaq Stock Market, Inc., the NASD develo(» rules and 
regulations, provides a dispute resolution forum, conducts regulatory reviews of 
monbers activiti^ and designs, operates and regulates securities m^ets all for the 
benefit and |xotection of the in^tesu^. 


}^ac)c I 
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June 17. 1W5 


The Honorable Paul Coverdell 
U.S. Senate 

200 RuSteU Senate Office Building 
Washmgion. DC 20510 


Re: S. 240, tlic **Privatc Securitief LitigatioB Rcforan Act*' 

Dear Senator Coverddl: 

I understand that the Senate is now considering S. 240, the "Private Securities Lhigaiion 
Refbmi Act* In my capacity as the Secretary of State and the Comiwasioner of Securities of the 
State of Georgia, 1 am wriring today to express ir^ serious concerns with S. 240 as it was 
reported out of the Senate Banking Comimt^. As you know, I am responsibtc for investor 
proteccioo and for overseong the capital formation process in Georgia. 

In evahiating the variety of securities fitigation rafonn measures that have been introduced 
in the 104th Congress. 1 applied one test: Does the btQ achieve a balance between protecting the 
rights of dcfhiuded investors and provitfing refief to booeat conyanies and p r ofcaa ionals who may 
find themselves die target of a frr^oua lawsuit? 

Regrettably. S. 240 as it was reported by the Senate Banking Conmittee docs not achieve 
ttds balance. Instead, the bin would tilt (he balance too for in fovor of corporate interests and 
would have the effect of depriving many defrauded investora the ability to recover their losses. 

It is nty underauoding that pro^inveetor amendments are being oficred as S. 240 is being 
considered on the Senate floor Among the amendments expected to be offered are the follovring: 

• Extending the statute of limitations for chdl securities fraud actions; 

* Fully restoring liability for aiding and abetting securities fraud; 
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The Honoinbte Paul Coverdctt 

June 27, 1995 
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• Narrowing the scope of a safe harbor for forward looking statements so that the Securities 
and Exchange Commission (SEC), which has the necessary expertise, is directed to 
engage in rulemaking to develop a reasonable and effective safe harbor without ^ving 
corporate executives free rein to make misleading lutements; and 

^ Modifying the severo limitattans on joint and several liability so that innocent defrauded 
investors have a chance to foUy recover their losses 

The Securities and Exchai^ Commisaion, the North American Securities Administrators 
Associ at ion (the organization representing the 50 state securities regubUon) and others generally 
have expressed cmiccms over the bhra treatment of these issues. The amen^ents expected to be 
offered on the floor (as discussed above) respond to those concerns and are deserving of your 
support. Please vote in fbvor of these amendments when they are offered on the floor. 

If tbeae mnendmeats are offered and rqectcd. 1 rcspectfnily encourage you to vote against 
S. 249 on flual passage. 

Ahhou^ there may be room for constroctive improvcmait of the foderal securities 
litigation process. S. 240 as reported by the Banking Committee goes beyond the stated goal of 
curbii^ flivolous lawsuits and instead would. In practical effbet, eradicate all private actions under 
the federal securities laws 

In dosh^ I want to emphasize that our flnandal markets do not run on mon^. they run 
on public confidence. It is my view that the confidence inveators have in the marketplace will be 
dramatically altered if they come to befieve that not only are they at risk of being defrauded, but 
that th^ have no recourse to fight back against those who have defrauded them. I urge you to 
tuppotl balanced and targeted reform measures and to reject S 240 if H doea not mcorporate the 
ami^menls eflscusscd above. 


Most Sincerely. 

Max Cleland 


MC:jbt 
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The Hon^^le Sam Nuim 
U.S. Senate 

303 Dirksen Senate Office Building 
Woohingtotv DC 20S10 


Re: S. 240, the "Private Sceuridet Udgatiim Rcfonn Act" 

Dear Senator Nunn: 

[ understand that the Senate ts now considenng S. 240. the "Private Securities Litigation 
Reform Act.* In my capacity ts the Secretory of Suta and the Comnwaioner of Securities of the 
State of Georgia. I am writing today to express my serious coocems with S. 240 os it was 
reported out the Senate Bonking Coomuttee. As you know. I am responsible for investor 
p rotection and Ibr overseeing the c^Ktal formation proecaa in Georgia. 

In evaluatic^ the variety of securiries Utigotion reform measures that have been introduced 
to the I04th Congress, I applied one tost: Docs the faffl achieve a balance between protecting the 
rights of defHuded investors and providing relief to honest eompanics and professionals who may 
find thetnoelves the target of a frivolous lov^Rah? 

Rcgrenably. $ 240 os it was reported by the Senate Bonking Committea docs not achieve 
this boUnea. Instead, the bin would tiH the balano c too far In favor of corporate interests and 
would have the effect of depriving many defrauded investors the ability to recover their lossc. 

It is my understanding that pro-irtvestor vnendnients are being offered as $. 240 is being 
considered on the Senate floor. Among the amendments expected to be offered are the following: 

* Extending the statute of limiutions for rivil securities fraud actions: 

• Fully restoring KibilUy for siding and abetting securities fraud; 
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Opening statement of Senator John Glenn 
Ranking Member 

Permanent Snbeommittee nn Inveatigatinns 
September 22. 1997 

Hearing on Fraud in the Micro-Cap Stock Market 

Madam Chairman, I want to commend you for organizing this hearing on the problem 
of ftaud in the micro-cap market, sometimes referred to as “penny stocks.” The purpose of 
this hearing is to turn a much-needed spotlight on nhat the Securities and Exchange 
Commission, the self-regulatory organizations such as the National Association of Securities 
Dealers, and the stales need to do to ensure that securities fiaud is deterred, securities 
swindlers and scam artists are caught and punished, and American investors are protected. 

In the tare 1980’s, abuses in the penny stock area resulted in the defiauding of 
American investors to the tune of $2 billion dollars a year. In response. Congress enacted the 
Penny Stock Reform Act of 1990 to address the problem. In addition, the Securities and 
Exchange Commission promulgated additional rules to alleviate the problem. The National 
Association of Securities Dealers has begun to implement a series of long-overdue reforms 
addressing the problem of fraud and abuse in the penny stock fraud area. 

Those are positive developments. However, the problem is that it is now 1997, and 
even after Congressional and SEC reforms aimed precisely at penny stock fraud and abuse, 
securities regulators estimate that penny stock abuses result in the swindling of Americans 
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now to the tune 6 billion dollars a year ~ 3 times the hann done to American investois before 
the reforms 1 just mentioned were put in place. 

This would be disturbing enough standing alone. It is even more troubling, however, 
at a time when fewer and fewer American families can rely on employees’ pension plans to 
pay for college tuition, or to save for their retirement. More and more, American families are 
left to fend for themselves, and must rely on themselves, to guard their savings and preserve 
their financial futures, and those of their children. They are, therefore, even more vulnerable 
than ever to the growing problem of pressure tactics, misrepresentations, and market 
manipulation that has triggered this hearing. 

We have a panel of citizens who have each been victimized by penny stock fiaud, and 
whose testimony about their experiences illustrates the failure of the federal government, the 
self-regulatory organizations and the states to address the problem of securities fiaud in 
general, and penny stock fraud in particular. 

Indeed, when we ^)eak of the need for the SEC, the self-regulatory organizations and 
the states to do more to enforce standards in the penny stock area, we do so not only because 
American families are being defrauded out of their hard-earned savings, but because our 
markets depend on the trust of American investors. 

Plainly, we are not doing the job we need to do to protect purchasers of penny stocks. 
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or in securities in general. That means that we in Congress who are concerned about fraud in 
the sa!e of securities are required to ask a number of questions. Amoi% them are the 
following: 

Has the SEC been aggressive enough in seeking injunctions agaimtf wrongdoers and in 
enforcing diose injunctions with contempt actions when the injunctions are ignored? 

Do we need to extend the jurisdicdon of the Department of Justice so that it, too, has 
the authority to bring civil actions in the securities area, and so that we do not rely entirely on 
the SEC? Does the SEC need to step up its activity in the area of criminal investigatiott and 
referrals? 

In the case of the principal self-regulatory organization in the peimy stock area, the 
NASD, there is a well-documented history of inadequate self-scrutiny. In August, 1996 the 
SEC issued a report regarding the NASD and the NASDAQ market it is charged with 
overseeing. The report followed a 2-year investigation. 

The Commission found that the NASD violated the federal securities laws, SEC rules, 
and, indeed, the NASD’s own rules, in numerous different respects. A brief except from the 
Report summarizes the problem succinctly, and I quote: 

“A primary focus of the investigation was whether the NASD had adequately carried 

out its obligation under the Exchange Act to oversee the NASDAQ market and the 

condtKt of its members. The investigation identified a number of smious deficiencies 
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in the NASD’s performance of its duties as a self-regulatoiy organization, especially 
as they relate to oversight of the NASDAQ market. 

* * * * * 

The investigation revealed that the NASDAQ market has not always operated in an 
open and freely competitive manner. NASDAQ market makers have engaged in a 
variety of abusive practices to suppress competition and mislead customers." 

The Executive Director of the NASD, one of our panelists today, has himself testified, and I 
quote; “Let me be blunt. There are significant problems in the over-the-counter market and a 
strong regulatory response is needed.” 

So the questions that need to be posed to the NASD include the following: Should the 
American people, and the Congress, believe that they can rely on the NASD to regulate its 
own members? In most other areas, we are entitled to be deeply skeptical of institutions that 
tell us that they can be trusted to oversee themselves. Why, particularly given the 
demonstrated failure of the NASD to regulate its members so that they conform to the 
securities laws, should we believe that the NASD is up to the job? At this point, Madam 
Chairman, it is fait to place the burden on the NASD to come forward to demonstrate why 
the investing public and the Congress should feel confident that the NASD can, in fact, 
regulate its members. 

Finally, what kind of role should the states play in the effort to regulate securities 
dealers? The states are on the fiont line in the efforts to protect the consumer and fight stock 
fraud at levels that the SEC and the SRO’s may be unable, or unwilling, to pursue. The state 
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r^ubtoiy audmrities bave bem an impoisant paitnra in die fi^ against fiaud, and it will do no 
one -except the perpetiators - any good to truncate that paitner’s authority or effectiveness. 

Indeed, need to a^ whether there is greater assistance th^ the Congress can ^ve the 
states in their own eSoits to regulate securities dealers. The President of the North American 
Securities Administrators Association, Mr. Griffin, put it plainly when he said recently: “If the 
[securities] firms feel like ttiey’re not at risk of having an auditor knock on their door, they 
are not going to feel afiaid.” It seems clear that penny stock dealos arri their employers — 
and perlugis the clearing brokers with whom those dealers contract - do not feel sufficiently 
at risk of meaningful oversight, and we need to explore ways not only of improving the 
fedmal oversight of these dealers, but assisting the states to better protect their citizens from 
the securities law violators who are creating the problem. So we are interested in hearing the 
witnesses’ views on how we can do that as well. 

It is the collective responsibility of Congress, the SEC, the SRO’s and the states to 
protect not only the stability of the market, but the families who invest in it as well. It is our job 
to ensure that the tools and the resources to fulfill diat responsibility are provided, and that that 
responsibility is met. This hearing is an important step in testing whether this job is being done. 

Thank you. Madam Chairman. 
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TESmiONY OF 

ARTHUR LEVITT, CHAIRMAN 
U.S. SECURITIES AND EXCHANGE COMMISSION 

CONCERNING FRAUD IN THE "MICRO CAP" MARKET 
BEFORE THE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS, 
COMMITTEE ON GOVERNMENTAL AFFAIRS 
UNITED STATES SENATE 

Cfaaiiman CoUins and Members of the Subcommittee; 

I appreciate this ppportunity to appear before the Permanent Subcoirunittee on 
Investigations on behalf of the Securities and Exchange Commission ("Commission"), to 
discuss fraud in the micro capital ("micro c^*) and "penny stock" markets and the 
Commission’s efforts to combat such fraud. 

Summary 

We are living in an era of tremendous expansion in our capital maikets. Last year, 
the Dow broke 6,000, and then 7,000, and this year broke 8,000. Daily volume on the New 
York Stock Exchange and Nasdaq is also at an all-time high, and initial public offerings are 
running at a record pace -- as shown in 1996, $50 billion was raised for new businesses. It 
is not surprising then that public participation in our securities markets has grown to record 
levels. Mutual fund assets ($135 million in 1980) are now a record $3.7 trillion, surpassing 
the $2.6 trillion that Americans have on dqrosit at commercial banks. As recently as 1980, 
only one in 16 households invested in mutual funds; today that number is mote than one in 
three, as we have evolved from a nation of savers into a nation of investors. 
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^ . ^ vast eiqniiskm in our nmtocs and in pobik: piitk^ntion in tiiose maikels, 

we would e(iq>ect to see an increase in die inodence ftnid. We have paiticulady seen an 

’■ I .! ’ 

incaeaae in abases in the maitet for micn> cap securities, which jHOvides ofifioituni^ for 
small businesses to ni» cental, but also provides c jiport uai ^ for fomdsters to {aey on 
innoceot investors. Decile the lecoid-selting pace of our markets, the Commission’s 
lesooices have remained relatively constant. We must, ther^me, rdy increasingly on 
inmvative and effikaent ways of minkniang fraud and ci maximfaing die detanence 
achievable with the Commission’s limited resources. 

The Ccmmisskm’s campaign against fouid in die micro c^ maiiott is an example of 
sudi innovation. The three parts of our strategy are prevention, enforcement and regulatory 
initiatives. 

PmentUm Obviously, the Conunisaon recognizes that preventing securities fraud is 
for mote Elective than seeking to punish wrong-doers after the foct. We prevent fraud 
through our programs involving broker-dealer inflections, market and Intenet surveillance, 
and investor edncadon. 

Bafommtnt The Commission’s Division of Enforcement has been working in 
paitnerdi^ with the criminal authorities to lock iq> recidivist brokets and deter wrongdoers. 
Indeed, in the past year alone, at least 80 individuals bave been charged or prosecuted 
through the coordinated efforts of the Commission and the Dfiaitmoit of Justice. The 
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Cammissioii has also coordiiiated its activities with other securities regulators to msTiTnim 
our resources and stop micro cap riaud at its earliest stages. 

Regulatory butiatires Over the last several months, the Commission’s staff has 
worked with the New York Stodc Bxchan^, Inc. (‘NYSE’) and the National Association of 
Securities Dealers, Inc. (“NASD’) to develop rules that address the vulnerabilities in this 
sector of the market, such as a rule that increases the responsibility of clearing firms for 
noti^ring r^ulators of problems with introducing firms. The Commission is also studying 
bow best to increase the amount of public information available regarding companies that are 
quoted <m the NASD’s over-the counter (’OTC*) Bulletin Board and in the National 
Quotation Bureau's ’Pink Sheets.' 


I. Introduction 


The terms 'micro cap' stock and 'penny stock' have been used to describe a 
particular segmem of the securities market. As bodi terms suggest, these stodrs are 
generally low-priced securities issued by stmdl conqnnies. A penny stock is generally a 
security that is priced at less dian $S per share and is not traded on Nasdaui or listed on a 
stock exchange.' 'Micro cap’ stock generally describes a somewhat broader universe of 


' Undm’ the federal securities laws, penny stock is defined generally as: an equity 
security that is not listed on Nasdaq or a national securities exchange and either (a) has a 
price per share that is less than $5 or (b) whose issuer has net tangible assets that are less 
than $2 million, if the issuer has been in contimious operatiott for at least three years; or that 

(contimied...) 
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stocks than "penny stocks' - the stock of any company with comparatively low 
ciqntalization, regardless of its price or where it is traded.^ Thus, the term "micro c^" 
often .includes "peony stock" as defined by the Commission. 

Fraud in the "micro cap" stock market follows a fiurly predictable pattern. We find 
two different, but often related problems: 

• The first problem is aggressive, and sometimes fraudulent, sales practices, 
such as unauthorized trading in a customer’s account. 

• The second problem involves manipulation of micro cap stocks by brokers, 
issuers and promoters to benefit themselves while harming innoc^ investors. 


‘(...continued) 

are less than $5 million, if the issuer has been in continuous operation for less than three 
years; or whose average revenues are less than $6 million for the last three years. 

Section 3(a)(51) of the Securities Exchange Act of 1934, 15 U.S.C. 5 78c(a)(51), and Rule 
3a51-l, 17 C.F.R. § 240.3a51-l, promulgated thereunder. 

When the Commission adopted the $5 threshold for penny stocks it cited three 
reasons: 1) the perceived difficulty of manipulating higher valued stocks; 2) the feet that 
$5/share was the threshold for the ULOR/SCOR - a uniform, streamlined state registration 
form for companies raising less than $1 million under the Rule 504 exception under 
Regulation D; and 3) the percqttion that legitimate small businesses could still raise coital 
and the liquidity for their shares would not be impaired. Exchange Act Release No. 30608 
("Penny Stock Rule Release"), 57 Fed. Reg. 18,004 (Apr. 28, 1992). 

^ The term 'micro cap" is not a term defined under the federal securities laws, tipper 
Analytical Services, a mutual fend rating organization, generally categorizes micro c^ 
companies as companies with market c^italizations of less t han $300 million. Lipper- 
Directors’ Analytical Data, Investment Objective Key, 2d ed. 1997. In general, securities of 
micro cap companies are quoted on Nasdaq’s OTC Bulletin Board, in the National Quotation 
Bureau’s Pink Sheets and on the Nasdaq Small Cap Market. 
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Micro cap stock fraud presents a difficult challenge: to control the fraud withouf 
damaging the market for securities issued by l^itunate small businesses. In this effort, the 
Commisskm is guided by three princ^les: 

• First, we must try to prevent fraud before it happens through early 
intovention and investor education. 

• Second, we must idgorously enforce the securities laws against con men and 
criminals who take advantage of investors. 

• Finally, we must continue to encourage legitiinate capital formation through 
flexible regulation, especially fOT small businesses. 

n. Bad^rotaul 

A. What is Mien Csp Stodc Fraud? 

Before expanding upon the Conunissicm’s response to micro cap fraud, it may be 
useful to briefly consider the nature of the problem. Stock manipulators need stock. They 
usually get it in one of two ways. One way is to find a ‘shell* company that already has 
issued publicly trading securities. This shell conpauy typically has little or no operating 
history; few assets; few, if any, employees; and slim proqiects for financial success. The 
shell is sometimes merged with a piivately-held company. The other vehicle for these 
individuals to get stock is to take advantage of exenptions from the federal registration 
requirements. 
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The secuiities involved are usually traded in poitions of the OTC maihet where public 
information is limited and a small number of brokers control the market. The securities are 
usually sold through hype or high pressure tactics, often involving "boiler room" operations 
where a small army of sales personnel cold call potential investors using scripts to induce 
them to purchase the "house stocks" ~ those stocks in which the firm makes a market or has 
a large inventory. The information conveyed to investors often is at best exaggerated and at 
worst completely ^bricated. Incieasingly, stocks also are being tou^ on the Internet by 
unregisteted promoters who work to raise interest in the stock. 

Once they have lured investors, the unscnqxilous brokers employ a variety of 
inappmjmaie practices, ftom "bait and switch" tactics, unauthorized trading, "no net sales" 
policies (where investors are discouraged or actually prevented fran selling their stocks) to 
churning (excessive trading in their accounts in order to generate commissions for the 
broker). The firm often charges excessive, undisclosed markups’ and issues arbitrary stock 
quotations. Even if investors conqilain to the broketage firm, H rardy disc^lines its 
registered representatives or reports the investor co mp la int s. 

The promoters of these companies, and oftrai company insiders, typically hold large 
amounts of stock and make substantial profits when the stock price rises following intense 
promotional efforts. Once the price rises, the promotera, insiders and btdrers sell, realizing 

’ Excessive ma^-ups in boiler room operations typically occur when a broker-dealer 
acquires a supply of stock at low cost and resells it at a substantially higher price to retail 
customers. 
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their profits, and the promotets cease their promotional efforts. After the manipulation of 
the stock ceases, the sbx^ price plummets and innocent investors not only incur large losses, 
but may also lose their initial investmoits entiiely.' 

B. The Commission’s Prenous Response to Sticro Ct 9 Fraud 

The last major onftneak of micro cep stock fraud occurred during the bull market of 
the 1980s. The Commission formed a Penny Stock Task Force in 1988 to coordinate its 
reponse to the problmn. In 1989, the Commissicm adopted Exchange Act Rule lSc2-6, 
which requires brokers to obtain relevant f inan cial information about their customers, 
documoit their pomy stock recommendations and obtain written agreements from the 
customer for the first three penny stock purchases.’ The intent of the rule is to require and 
document customer suitability when penny stacks are recommended. Armed with this new 
rule, the Commission devoted substantial resources to policing "penny stock" fraud, bringing 
86 penny stock enforcement actions in 1990 alone that represented 28% of all enforcement 
actions brought that year.’ 


’ This type of man^lation frequently is referred to as a "pump and dump" scheme. 

’ In 1993, the Commission redesignated Rule lSc2-6 as Rule lSg-9, joining it with the 
other Pmmy Stock Rules. Exchange Act Release No. 32S76 (July 2, 1993), S8 Fed. Reg. 
37,413 (July 12, 1993). 

‘ 1990 Annual Rqxnt of the U.S. Securities and Exchange Commission, at 6 and 156. 
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In 1990, the Commission i^tproved the NASD’s pilot project to bring more accurate 
and current information to the OTC market,’ where micro cap stocks generally trade. The 
vast majority of micro c^ stocks are not listed on exchanges or traded on Nasdaq. Before 
1990, the Natiotud Quotation Bureau’s "Pink Sheets" were the primary source of information 
about the stocks for this large group of smaller companies. The Pink Sheets ate daily lists of 
stocks, published by a private financial information vendor, advertising the brokerage firms 
that make markets in these stocks. They sometimes include indications of interest or non- 
firm bid and offer prices for small quantities of stock. The Pink Sheets are not widely 
distributed and often contain stale information. In order to provide more public information 
about these stocks, the NASD created the OTC Bulletin Board, a centralized, automated 
alternative to the Pink Sheets that can provide real-time price and volume information. The 
pilot project was made permanent in 1997.* The OTC Bulletin Board has strengthened the 
NASD’s ability to monitor those quotes that are di^iayed. 

Congress also has previously worked to address micro c^ fraud. In 1990, the 
Subcommittee on Telecommunications and Finance of the House Commerce Committee took 
up the issue of petmy stock fraud,’ and ultimately Congress enacted the Penny Stock Reform 

’ Exchange Act Release No. 27975 (May 1, 1990), 55 Fed. Reg. 19,123 (May 8, 1990) 
[Corrected Order, Exchange Act Release No. 27975-A (May 30, 1990), 55 Fed. Reg. 23,161 
(June 6, 1990)]. 

• Exchange Act Release No. 38456 (Mar. 31, 1997), 62 Fed. Reg. 16,635 (^r. 7, 
1997). 

’ Permy Stock Market Fraud: Heatings on H.R. 4497 Before the Subcorrunittee on 
Teleconununications and Finance of the House Committee on Energy and Cottunetce, 101st 
Cong. 27 (1990) (Statement of Richard C. Breeden, Chairman of the Commission). 
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Act of 1990 ('Penny Stock Act') as pait of the Securities Enforcement Remedies Act 
('Remedies Act').‘° The Penny Stock Act oqianded the Commission’s authority over such 
previously unregulated persons as promoters who associate with broker-dealers to sell penny 
stocks, and it required the creation of a toll-free hotline investors could call to obtain the 
disciplinary history of brokers. The Act also placed sigrrifrcant restrictions on so-called 
'b lank check' offerings and required broker-dealers to disclose mote information to 
customers when selling penny stocks. Finally, the Act called for the creation of an 
automated quotation system for OTC stocks, which the NASD and Cottrmission already had 
underway with the OTC Bulletin Board. 

After the enactment of the Penny Stock Act, the Commission adopted new rules to 
implement the statute." Among the requirements are rales requiring brokers to give 
customers specific information before the sale about the market for penny stocks and the 
broker’s compensation. After the sale, the broker must provide clients with monthly 
statements reporting the market value of the client’s petmy stocks. The goal of these rales is 
to provide information to investors and provide prospective investors with an opportunity to 
consider whether to make a purchase without the pressure of boiler room tactics. 


Securities Enforcement Remedies and Petmy Stock Reform Act of 1990, Pub. L. No. 
101-429, 104 Stat. 931. 

" Penny Stock Rule Release, suora . at fir. 1. 
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In 1991, the Commission ammided Exchange Act Rule 15c2-ll. That rule requites a 
bndter-deater to review fmancial and other issuer information before publishing a quotation 
in the issuer’s stock in a quotation media such as the OTC Bulletin Board or the Pink Sheets. 
The rule also requires brokers to have a reasonable basis for believing the infotmatiDn is 
accurate. Finally, the amended rule requires btoker-dealets to tArtain a co^f of any trading 
suqtension order in the issuer’s slock for the jnevioos twelve months.*’ 

hi 1993, the Cmnmission conducted an extensive examination sweep with die NASB 
and state r^ulators to determine whether firms were complying with the Penny Stock Rules. 
The swe^ found wi^^nead adherence to the Penny Stock Rules, along with geimrally 
diminished acdvity in stocks covered by the Pemy Stock Rules.” 

C. How iSero Cap Fraud Has Changed 

Although the Peainy Stock Act and Rules and the creation the OTC BuUedn Board 
have by and large curbed certain abuses m the market for securities priced under $5, we are 
now finding that promoters and broker-dealers have adjusted their schemes so that the 
securities fall outside these measures. The simplest way aroutKl the Penny Stodr Rules, for 


*’ Exchange Act Release No. 29094 {hpt. 17, 1991), 56 Fed. Reg. 19,148 (Apr. 25, 
1991). 

” Joint Regulatory Penny Stock Examination Sweep (June 1994). Only 14 of the 129 
broker-dealer examinations disclosed violations serious enough to warrant consideration of 
enforcemmit or disdplinary action. 
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example, is to offer or sell securities that do not meet the technical definition of 'penny 
stocks'. The Commission today sees more fraud in mostly lower-priced Nasdaq-listed 
securities and in securities valued at $S or more. 

In addition, the Internet is being used as a new vehicle to perpetrate securities fraud, 
eqrecially in the micro cap market (including touting in 'chat rooms', bulletin boards and on 
e-mail). Tbe Commission has already brought enforcement actions involving fraudulent 
securities offerings, stock manipulations,*' and investment advisers Aaud through Internet 
newsletters.*’ The fraudulent securities offoings often promise unreal returns and include 
everything from interests in an eel ftum,*‘ an ethanol plant,** gold and diamoixl mining 
enterprises*' and a cocomit chi^ enterprise,** to more sophisticated offerings of sham 


" SBC V. Huttoe. Litigatioa Release No. 1S237 (Jan. 31, 1997), 63 SBC Docket 2383 
(Mar. 4, 1997). 

“ .SRTv Cheldris litigation Release No. 15264 (Feb. 25, 1997), 63 SBC Docket 2900 
(Mar. 25, 1997). 

“ SEC V. Odulo . Utigation Release Nos. 14591 (Aug. 7, 1995), 59 SBC Docket 3105 
(Sept. 5, 1995), and 14616 (Aug. 24, 1995), 60 SEC Docket 122 (Sept. 19, 1995). 

** SEC V. Soencer . Litigation Release Nos. 14856 (Mar. 29, 1996), 61 SEC Docket 
1960 (Apr. 30, 1996), and 15042 (Sept. 12, 1996), 62 SBC Docket 2409 (Oct. 8, 1996). 

*' SEC V. Wve Resources. Inc. . Litigation Rdease No. 15073 (Sept. 26, 1996), 62 SEC 
Docket 2762 (Oct. 22, 1996). 

'* SEC V. Prve . Litigation Release Nos. 14720 (Nov. 15, 1995), 60 SEC Docket 2123 
(Dec. 12, 1995), 15139 (Oct. 29, 1996), 63 SEC Docket 422 (Nov. 26, 1996). 
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promissoiy notes^ and bonds puipoitedly issued by a nonexistent offshore company.^' The 
Interne can be used for scams because it provides anonymity, broad circulation and the 
t^i^pearance of legitimacy at low cost. Accordingly, the Commission has been developing an 
effective surveillance strategy for the Internet.^ However, the Commission is committed to , 
the legitimate use of the Internet by honest maika participants. 

m. The Commission’s Program to Prevent 
Fraud in the Micro Cap Markets 

Hk Commission's program to prevent fraud in the micro ciq> marled involves: 

• early detection and intervention; and 

• investor education. 

A. Eariy Detection and Intervention 

The Commission’s program of early detection and intervention includes; (1) tegular 
examinatioo of broker-dealers; (2) surveillance of the Internet and the markets; (3) imposition 


® SEC v. Sellin . Litigation Release No. 15012 (Aug. 12, 19%), 62 SEC Docket 1749 
(Sept. 10, 1996). 

“ SEC V. OctaffMi Tech. Group. Inc. , litigation Release No. 14942 (June 11, 1996), 62 
SEC Docket 377 (July 9, 1996). 


” Ss discussion at pp, 14-15. 
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of tiading suspensions; and (4) an increasing resort to emeigency litigation to stop active and 
on-going frauds. 

The Conunission's Office of Compliance Inspections and Examinations ("OCIE") 
examines broker-dealeis and oversees the examinations which tiie Self R^latory 
Organizations ("SROs") — the national securities exchanges and the NASD - conduct of their 
members. Over the past several years, OCIE has focused its review of broker-dealers on 
their sales and trading practices. About 20% of examinatitHis lead to lefenals to the 
Commission’s Division of Enforcement. OCIE is currently working closely with the NASD 
to focus on micro c^ fraud through intense examination of broker-dealers. 

The examination staff also periodically conducts 'sweqrs" to determine if particular 
violations are widespread and then it issues recommendations and r^rts. For instance, in 
1994 the Commission staff with the NYSE and NASD conducted a review of the hiring, 
retention and supervisory practices of nirre of the largest brokerage firms. Two years later, 
the Commission, together with the NASD, NYSE and the North American Securities 
Administrators Association, Inc. ('NASAA") conducted a joint sweep to review the sales 
practices of selected registered r^resentatives employed by stttail and medium-sized firms as 
well as the hiring, retention arrd supervisory practices of the brokerage firms that employ 
them. 
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Hk second sweep leveakd that some fiims employ registeted iqnesenlalives with a 
history of disc^iiiiaiy acticMis and cuSom^ conqrfaiiits, use oily minimal hiring (Mocetees, 
and have sqtovisors in branch offices who ftil to review customa transactions adequately to 
detea sales abuses. We also found that almost one-half of the branOies diat engage in cold 
callii% violated fisdmal odd-calling ruin.” As a result of the swe^, die Commission, 
NYSE, NASD and NASAA prepared a public report making ^lecific recommendations 
demised to oMiBadieseinoblems.” For exanq^, die report recaniiioids mote stringmit 
hiring procedures fiw roistered repteaentalives; heightaied siqiervision of registered 
rqnesentaiives widi a history of customer complaints, discplinary actions or arbitratimis; and 
training and sqxrvisioe coldKalling techniijies. 

These joiiit sweeps have resulted in greater coordination among die legulaUKy 
authorities. The Commission’s conqiliance staff meets quartedy with the NASD and NYSE 
to discuss bow to inqnove our combined examination procedures. In addition, the 
C^mimisnoD’s r^Msml estamirnttion staff meet re^darly with thmr state couMsqntte and 
local NASD offices to determine how to better craft r^nlatoty solutions. 


” In 1991, Congress passed the Tde^dione Consumer Protection Aa, Pub. L. No. 102- 
243, IM Sfitt. 2394 (1991), coaffed at 47 U.S.C. § 227. The Fedmal Cwnmnimations 
Commission enacted roles which, among other things, restiia the hours unsolicited calls can 
be made and require telemarketing firms to have ’’do-not-call* lists. 47 C.F.IL | 64.1200. 

Jmnt Regulatory Sales Practice Sweep, A Revtew of the Sales Practice Activities of 
Selected Registered Representatives and the Hiring, Retention, and Siqiervisoiy Practices of 
dm Brokerage Finns Enjoying Them (Mar. 1996). 
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To combat securities iriuid on the Inteniet, the Ctmunission’s Division of 
Enfoicemrait, with the assistance of other Commission staff, has assembled a group of 
professionals who devote more and mote resources to Inteniet surveillaiice. These 
professionals use the latest browsing software to monitor the Intonet, including such message 
areas as newsgroups and bulletin boards. The on-line Division of Enforcement Complaint 
Center also provides an easy means for investors to said complaints to the Comniission staff. 
Currently, the Commission receives between SO and 70 on-line investor complaints a day. 
Suspicious activities are investigated, with oifotcement action initiated where rppropriate. In 
addition, the Commission staff bas he^ied states develop their own Interna surveillance 
programs and meets regularly with the states, both individually and as part of regional and 
nariniial conferoices, to coordinate our surveillance and investigations. 

The Commission recently implemoited a pilot program in our Florida regional office 
to intervene as soon as a potential sbam micro cap offering is identified, which has already 
resulted in six trading suspensions." The staff reviews regulatory filings for irregularities, 
or "red flags*, that suggest the company may not be legitimate. After determining that the 


" In the Matter of Amoue st Intemari onal. Ltd. . Exchange Art Release No. 38695 (May 
30, 1997), 64 SEC Docka 1862 (July 1, 1997); In the Matter of nreen Oasis Environmental. 
Inc. . Exchange Act Release No, 38588 (May 9, 1997), 64 SEC Dockrt 1395 (June 10, 

1997); In the Matter of Genesis International Financial .S ervices. Inc. . Exchange Art Release 
No. 38565 (May 1, 1997), 64 SEC Dockrt 1259 (May 27, 1997); In the Matter of Historic 
Hotel HolHinp Tnc. Exchange Act Release No. 384W (^r. 10, 1997), 64 SEC Dockrt 
761 (May 6, 1997); In the Matter nf Omninene Diagno-stics. Inc.. Exchange Art Release 
No. 37966 (Nov. 19, 1996), 63 SEC Dockrt 709 (Dec. 17, 1996); In the Matter of Home 
T.ink Cnrp Tnc. . Exchange Art Release No. 37292 (June 10, 1996), 62 SEC Docket 288 
(July 9, 1996). 
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public inteiest and piDtectioii of investors require it, the Commission can suspend trading in 
the stock. Trading su^misims can be a very potoit mnedy because: 

• Investors arc pot on notice of a potential firaud, hopefully encouraging mote 
informed dedsion-maldng; and 

• Promoters and brokers are hit where it hurts most; in the podcetbook. The 
financial reward of a micro cap scheme dqiends on selling all the stock at the 
height of the inani|ni]ation. A trading suspension crfkn leaves tl» promomrs 
holding worthless stock before they are able to dump it on unsuspecting 
investors. 

Atthougfa a trading suqimision only halts trading for a tmi-day petirxl, the ar^rmrskm triggms 
application of Exchange Act Rule 15c2-ll, which requires a market maker to have current 
and accurate financial informatirMi about the issuer before trading resumes. In odKr words, 
it is difficult for a broker-dealer to lawfully resume trading. 

B. JnvettBT Education 

The Commission continually works to educate investors about bow to avoid and 
report securities fraud through its Office of Investor Education and Assistance (OlEA). A 
well-educated investor is one of the most important defenses against securities fraud. 

Through fcvestor Aterts, an Internet Wrti Site* and a toU-fiee information line,” OIEA 

* htlp://www.sec.gov 
” (800) SEC-0330 
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investors with pnKitical <n bow to ^ seco^ Numerous pamphlets 

and broiriiiim have been developed to warn investors about scams, stating in 'plain Englidi* 
what ever; investor idiould kiKiw about investing. AH of our poblicatkms aie availabte fiee 
of charge on the Commission’s website as wett as through our toll free number. 

To educate investcns and listen to Aeir ccmcems, the Commisskm has coonhnated -- 
and will continue to hold - Uvestois’ Town Meetings fluoughout the country. Hie town 
meetings are Qrpically well-at ten ded (often over 1,(XX) investors attmided eadi meeting) and 
feature a series of seminars for irnrestors on a wide variety of topics. We have also 
leveraged the modest resources required for these meetings by asking die securities industry 
to particqiate (we bdheve that investor education is among its most important r^ponsibilities) 
and by recording some of the meetings so that diey might teach audiences in the millions 
through tdevisioD tnoadcasts. . 

The Commission receives over 44,000 letters and inquiries from investors annoally. 
Stnne investors sinqtly want infonnatian. Others have con^laints. Whme the OIEA can 
be^, it attonpts to resolve the disputes, although it cannot act as lawyer or judge. Through 
its efforts, investms recovered mote than $1.2 million last year. Sometimes the conqilaints 
are referred to the other diviskms and offices of the Commission. Last year, nearly rme-iifth 
of all investigations undertaken by the Division of Enforcement and 'for cause' broker-dealer 
exanunatfoos wme initiated, at least in part, in leqxmse to investor complaints. The Office 
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tiadcs tieads in coa^aina in <nds to ideuify proUan tmdoos and jnaclKes, so tbat 
Conunissioa’s Hmited mooices can be taige^ at tiie meas of g/mest need. 

Tbe moA significaDt tiend is the rapid iaciease in (xmplaiids about cold callii^. In 
199S, the Oflice nerved 265 complaints primaiily ailing cold calUng. In 1996, tbe 
fflimba ttf cold calling cwnplaints doubled, lisii^ to 427. As of July 2^ this year, the 
Of&e had alioMi^ lecdved 231 such complaints. 

IV. Ike Commimon’s Enforcement P rogr am to 

Combat ftaui bt tke men Cap iioriaa 

Hib Commission’s eofotcemrait piogram worics in conjunetkm with state negulatois, 
die SROs and criminal authorities to make life as difficult as possible for the con men and 
criminals who prey on Amoican investors. The Commission has brought significant 
raiforcemeot actions against micro cap stock brokeis, such as A.R. Baron & Co., and micro 
stock issuers, such as Comparator Systems. The following enforcement actions recently 
brought by the Commission help illustrate some of the trends 1 have discussed above. 

A. A.R. Bonn A Co. 

In 1996, the Commission brought an emergency administrative action against a 
broter-dealm, A.R. Baron & Co., Inc., and two of its princqnls for frauduloit sales 
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practices, including rampant unauthorized trading in customer accounts.” The Commission 
alleged that Baron and these principals man^lated the maiket for the stocks of two 
companies. Customers lost nearly $17 million as a result of these practices before the 
enforcement staff was able to shut the firm down. The brokerage firm consented to the entry 
of an order revoking its registration, and the Manhattan District Attorney’s office 
subsequoitly indicted several principals. The Cranmission has so hir recovered 
approxiniately half a million dollars in connection with the Baron case, and actions are still 
pending. 


B. Global PaumeUd Traders, Ltd. 

The Commission alleged that Global Financial Traders, Ltd. , an investment newsletter 
publisher, and certain affiliated entities and individuals: (1) obtained a large undisclosed 
positian in the stock of American Image Motor Company, an OTC Bulletin Board security; 
(2) carried out a concerted tdemarketing campaign and made reconunendations in one of its 
newsletters to promote the stodr, making material misrq>resaitatians concerning the market 
in the stock; (3) sold large amounts of the stot* ftom their own accounts; and (4) maintaim-jt 
the market price through stock manqnilation. Early this year, the Commission obtained a 


“ In the Matter of A.R. Baron & Co.. Inc. . Exchange Act Release No. 37240 (May 23, 
1996), 61 SEC Docket 2869 gune 18, 1996), Exchange Act Release No. 37248 (May 29, 
1996), 62 SEC Docket 11 (June 25, 1996). 
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teoqxnaiy restraining coder, an asset freeze and a pidiminary iquiiction against the ^nns 
and its loincqjals.^ 


C. Comparator Systmt Cotp. 


The ability to artificially inflate the price of a stock, in this instance using the 
bteinet, was sinwcared in the dramatic rise and htll of die shxdt of Comparator Systons 
Coip. The Cconinissiott brought an action against Comparator and three of its officers and 
directcns, allying that the defendants sold tens of millions of shares of the company’s stock 
while wisely rqnesentii^ that they owned certain fingeiprint technology.” Moreover, the 
company’s financial statements had been falsified, allowing Comparator to remain listed on 
die Nasdaq Snrall C^ Market and avoid classification as a peony stock. Doe to bwtiiig cm 
the Internet, the company’s stock price rose from $0.06 to $1.88 over three days, setting 
Nasdaq trading volume records. Prior to filing its ccmplaint against Comparator, the 
Commission issued a trading suqieosion.’' Conqiarator’s formra' auditor has agreed to the 
entry of an order to cease and desist from fiudier violations of the securities laws and to a 


® SEC V. Global Financ ial Traders T rH Litigatitm Release Nos. 15291 (Mar. 14, 
1997), 64 SEC Docket 402 (Apr. 15, 1997), and 15338 (Apr. 17, 1997), 64 SEC Dock« 
969 (May 13, 1997). 

” SEC V. CfimnarainT Sv.stems Coro. . Litigation Release Nos. 14927 (May 31, 1996), 
62 SEC Docket 236 (July 2, 1996), and 15056 (Sept. 19, 1996), 62 SEC Docket 2593 (Oct. 
15, 1996). 

Exchange Act Release No. 37209 (May 14, 19%), 61 SEC Docto 2759 (June 11, 

1996). 
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bar from ^jpeaiing or practicing before the Commission. Actions against other particqiants 
are poidiiig. 


D. Rtpeat Offenders 

Once a fraudulent broker-dealer firm is put out of the securities business, it is 
important to prevent the staff that perpetrated that fraud from migrating to other securities 
firms. The presmee of rqieat offenders in the industry (commonly referred to as "rogue 
brokers") has concerned the Commission for several years. The Commission and other 
regulators can impose severe sanctions, including bars and suqiensions, against those persons 
identified as serious securities law violators. The Commission has worked to oisure that a 
permanent bar from the industry is truly permanent^’ and that barred brokers do not "slip" 
back into the systmn. In less egr^ous cases, we can limit the securities activities of 
offenders, or impose other sanctions such as fines or injunctions to deter further misconduct. 

The Commission and the Justice Depart m ent have worked together to address the 
problem of rogue bnAers. In November 1995 and again in May 1997, the Commission and 
the Justice Department armonneed the filing of charges against rogue brokers throughout the 
country. The brokers allegedly had engaged in a wide range of fraudulent conduct, including 


” Exchange Act Release No. 34720 (Sqit. 26, 1994), 57 SEC Docket 1941. 
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finging iii>«stor chedcs, atgagiag in luaudKnized cansfian of cliM funds, sdfing securities 
of nonexistent issuen and creating fitlse or fictitious account statements.^ 

Under the federal secuiitiBs laws, much of the re^pcnistlnlity fm idmitifying and 
mtmitoring preblmn r^istmed representatives lies with each individual finn aixi its 
supervisory staff. In ^til of this year, the SROs admonished the securities industry of its 
reqtonsilniily to be particularly aggressive in policing problmn regisimed representatives.” 
The SROs’ message ~ echoing that of the Commissian — is that firms must maimain stnmg 
hiring procedures that dtber exclude or carefully evaluate tqipticants haviiig records 
containing disc^linary actions, customer conqtlaints, or adverse arbitration decisions. It also 
rmninds fhms tiiat they must stpervise such regirieted rqpresematives closely, at bc^ the 
branch manager and firm levels. 

E. Criminal Prostattions 

In addition to our worit with the state r^ulators and the SROs, the Commission 
coordioates its efforts to combat fraud with criminal authorities. Coordinaticm with criminal 
authorities has produced some of the Commission’s most dramatic efforts in combating fraud 


” "Second Set of Charges in Brtdcer Case," New York 11106$, May 23, 1997, p.2; 
Attorney General and SEC Chairman Announce Natitniwide Prosemition of Unscnpolous 
Investment Brokers, Uqraitment of Justice Release (Nov. 30, 199S). 

” The Joint Regulatory Sales Practice Sweep; Heightened Supervisory Procedures. Joint 
NASDR/NYSE Memorandum to Members and Member Organizations (Apr. IS, 1997). 
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in the micro cap maitet. The Commission will continue woildng to e nhanc e these efforts. 
For example, in October 1996, the U.S. Attorney for the Southern District of New York, the 
Commission and the NASD aimounced the results of a year-long joint undercover operation 
in which FBI agents posed as brokers in a small Manhattan brokerage firm who were willing 
to accept payoffs to sell OTC Bulletin Board and Nasdaq stocks to their customers.” The 
payments were generally made by and through promoters, working with officers of the 
companies whose stocks were being touted. Payoffs were as high as 40% of the value of the 
stock. The FBI arrested 45 people, including promoters, brokers and company officials. 
Twenty-eight of those people have already been charged in Commission a dminis trative 
proceedings for allegedly making undisclosed payments to brokers to sell stock. 

In November 1996, the U.S. Attorney for the District of Nevada announced 
indictments against 30 individ uals for their roles in an alleged scheme involving, variously, 
undisclosed payments to brokers for sales of the securities of three small issuers, money 
laundering, conspiracy and racketeering. To date, 20 guilty pleas have been entered, 
including eleven individuals named in the indictments. Three Commission staff attorneys 
were designated as Special Assistant U.S. Attorneys in this matter and have played leading 
roles in the criminal investigation and litigation. The NASD staff also has substantially 
assisted in the investigations. In a related matter, the Commission has instituted four 
administrative proceedings against 17 respondents. 

” Criminal and Public Administrative and Cease-and-Desist Proceedings Announced 
Against 45 in Connection with Kickback Schemes, Exchange Act Release No. 37807 (Oct. 

10, 1996), 62 SEC Docket 3027 (Nov. 5, 1996). 
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Successful coordination between the Commission and criminal authorities also resulted 
in the termination of a massive and on-going manipulation of the stock of Systmns of 
Excellence, Inc., a manufacturer and distributor of video teleconferencing equ^ment with 

in Virginia and Florida. On November 7, 1996, after an eiqjedited investigation, the 
Commission filed a civil injunctive action in federal district court against the former CEO of 
Systems of Excellence, the publisher of a daily stock newsletter that touted Systems of 
Excellence and was disseminated over the Internet, and eleven other individuals and entities. 
That »iami- day, the Court ordered temporary restraining orders against all of the defendants, 
asset fteraes, and other emergoicy relief, which effectively eitded the scheme. The 
Commission also provided evidence it obtained to the Department of Justice, which opened a 
criminal investigation that now has resulted in guilty pleas by the former CEO and the 
newsletter publisher, who are both incarcerated, and a former auditor of Systems of 
Excellence. 

V. Regulatory butiatives 

A. Modifications to RuU I5c2-ll Governing 
Initiating and Resuming Quotations 

As noted above. Rule 15c2-ll is intended to prevent the publication of stock 
quotations in the OTC BuUetin Board, the Pink Sheets and similar medU that may be used in 
fraudulent schemes. Before publishing the initial quotation for a particular stock, or after a 
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trading halt, brokers must review such information as the issuer’s most recent balance sbe^, 
profit and loss, and retained earnings statements; die nature of the issuer’s business; the 
nature of the products or services offered; the nature and extent of the issuer’s facilities; and 
any relationship between the broker-dealer and conqiany insiders. As a result of the recent 
rise in micro c^ foiud, the Commission’s staff is studying how to amend the rule; these 
amendments mi^t take the form of requiring market makers to review additional financial 
information about the issuer or obtain iqxlated information mote regulariy. 

B. Modyieations to the Penny Stodc Rules 

The Commission staff is also considering whether to tectunmend amendments to the 
Penny Stock Rules, such as broadening the definition of 'pamy stock" to include securities 
with a price greater than $5 per share and prohibiting a brokm-dealer from recommending 
any non-Nasdaq OTC equity security without reviewing currait infomiation about the issuer. 


C. Regulation of the Relationship 

Between Introducing and Gearing Brokers 

The federal securities laws permit brcAers that are oftm minim a lly capitalized - with 
as little as $5,000 - to "clear" their trades through a more substantially oqiitalized firm (a 
"clearing broker"). These small brokers (an "introducing broker" or "correqxindent") 
generally handle the "retail" relations with the customer -- opening accounts, taking orders. 
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anH tnairing lecooiineiidatioiis — wWlc the ctearing broker clears and settles the trade by 
exchanging money and securities, handles the back office psqierwoik (primarily, providing 
trade confirmations and monthly statements), and delivers securitiBS. The clearing broker 
may also execute the trade for the introducing broker. 

Clearing firms perform a valuable function by financing customer trades and smaller 
market makers, centralizing recordkeqring and safekeeping customer funds. Moreover, they 
help mainmin competition in the securities industry by lowering the cost for new, small 
brokerage firms to enter the market. Unfortunately, some of these small introducing firms 
end up cheating the investing public. I have personally eiqnessed the Commission’s concerns 
in this area to Richard Giasso, C hair man of the NYSE, and Frank Zarb, Chairman of the 
NASD, arxl have encouraged them to develop rules to address this issue. The NYSE Board 
has already approved a rule that would, among other things, require clearing firms to send 
copies of customer complaints about introducing firms to the introducing firm’s regulator. 
The Commission will consider this proposal carefully. The Commission’s own examinatron 
staff is also conducting a series of examinations to look at the procedures of clearing firms, 
particularly those that clear for brrier-dealers that make markets in OTC Bulletin Board and 
Nasdaq Small Cap stocks. 
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D. Listing Standards 

Because of concerns regarding micro cap fraud, the Commission has recently 
approved stronger Nasdaq listing standards.^ Nasdaq and the national exchanges have 
established listing and maintenance standards, setting forth financial and other criteria that a 
company must satisfy to include its securities in Nasdaq or list its securities on an exchange. 
Listing on Nasdaq or the exchanges raises the visibility of a company and provides greater 
liquidity for its shares. listing comes with a cost: companies are subjected to greater 
regulation, such as periodic financial rqxnting arrd rules on corporate governance. Higher 
listing standards should be smdied to determine whether they would make manipulation and 
other fraudulent schemes even more difficult, as companies widxxit substantial assets or 
expectations of revenues would be prevented ftom obtaining a listing for their securities. 
Raising the standards will result, however, in the de-listing of some companies from Nasdaq, 
forcing their shares to trade in markets that require less information. The Cottunission 
carefully weighs the balance between the cost of providing the information necessary to deter 
fraud and the need for a marketplace where the stock of legititnate small companies can 
trade. 


“ Exchange Act Release No. 38961 (Aug. 22, 1997), 62 Fed. Reg. 45,895 (Aug. 29, 
1997). 
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E. Telemarketing 

W ithin the last thiee years, the Commission approved new SRO telemarketing rules 
that impose ”hour-of-the-day" restrictions, disclosure requirmnents and "do not call" lists.” 
These rules have since been incorporated into the examination modules of the Cormnisston 
and the SROs. The Municipal Securities Rulemaking Board ("MSRB") has also adopted 
telemarketing rules for the municipal securities market.” 

Other SRO measures currently under consideration include: 

• implementing new Internet technology to identify potential frauds; 

• ta ping sales calk at btoker-dealets that have hired sales petsormel fo>m firms 
that were expelled from the securities business; and 

• increasing SRO examinations targeted at sales practice abuses. 

F. The Rale of SUtte Regulation 


The Commission supports the states’ authority to license broker-dealers and their 
associated persons. State regulators are justly concerned about who is doing business in their 


” See, e.g. . NASD Rules 2211 and 3110; Exchange Act Release No. 38009 (Dec. 2, 

1996) , 61 Fed. Reg. 65,625 (Dec. 13, 1996). NYSE Rule 440A and NYSE Interpretation of 
Rule 472; Exchange Act Release No. 38638 (May 14, 1997), 62 Fed. Reg. 27,823 (May 21, 

1997) . 

MSRB Rule, SR-96-6, filed with the Commission on July 30, 1996, and amended on 
Nov. 1, 1996. 
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backyud. Fuithramoie, as the 'local cop on the beat,* a state legulator is well positioned to 
monitor and respond to the muneioas, but idatively small, abuses that occur daily in their 
state. These are abuses tiiat the SEC and SROs, with limited resources and staff in certain 
jurisdictions, may not be able to retpood to as pronptly. In the aggregate, state r^ulators 
recover substantial sums of money for small investors. 

To address the need of broker-dealers and issuers for a predictable, uniform 
regulatory system, the states have already taken substantial steps to unify their rqiulalory 
schemes. The states, through NASAA, have woiked effectively svith the SROs, industry 
associations, and the Commission to develop more uniform requirements and procedures for 
the registration of broker-dealets and the licensing of associated pmsoos. 

For example, NASAA and the states helped develop standardized forms such as the 
U-4 for licensing associated persons. NASAA and the NASD created the Series 63 
examination to provide associated persons with a single, uniform examination relatmg to state 
securities laws, reducing the burden that had resulted from multqrle slate law mamination 
requirements. Further, NASAA and the NASD were instrumental in developing the Central 
Registration Depository ('CRD'), the computer system that processes licensing applications 
and holds discqrlinary records. Certain technological limitations in the CRD system have 
been identified - the system relies on 1981 technology which sometimes makes conducting 
searches and producing rqrorts difficult — and we are working with the NASD and NASAA 
to improve the system and to make it more widely and readily available. NASAA and the 
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NASD have also develcqied the Temporaiy Agent Transfer ("TAT") program, which allows 
registered representatives without disc^linary histories to transfer from one film to another 
without an interruption in business. More recoitly, NASAA created the Task Force on the 
Future of Shared State and Federal Securities Regulation as well as the MultiState License 
Committee, which are both mqtloring additional ways in which make stale regulation more 
uniform. 


In the National Securities Markets Improvement Act of 1996 ("NSMIA"),” Congress 
made the financial responsibility, recordkeeping and reporting requirements imposed on 
broker-dealers unifarm at both the federal and state levels." Congress also directed the 
Commission to study the impact of disparate state licensing requirements on associated 
persons of registered broker-dealers and to idmitify methods for the states to make licensing 
requirmnents more uniform. The Commission is consulting with state securities regulaton, 
SROs, broker-dealers, and other industry particqrants to determine how best to work together 
without duplication. Because the Commission is in die process of completing this study and 
will submit a rqiott to Congress by October 11, 1997, it would be premature to rqport the 
final conclusions of the study at this time. I can say, however, that the study does not caU 
for the federal preemption of state licensing powers. 


” Pub. L. No. 104-290, 110 Stat. 3416 (19%). 

" Exchange Act Release No. 34-37850 (Oct. 22, 1996), 61 Fed. Reg. 555,930 (Oct. 28, 
1996). 
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VI. ConelutioH 

The Commission is dedicated to fighting fraud in the micro cap maitet through early 
intervention and prevention of hann, coordinated and strong enforcemoit, and regulatory 
initiatives that balances the need to facilitate coital formation with the elimination of fraud. 
This fight requires a unified frortt of federal and state r^ulators, prosecutors, and investors 
to make the costs of perpetrating a fraud in the microcap markets much greater than the 
benefits. We are completely committed to achieving this result, and we are deeply grateful 
for the support of Congress. 

Before closing our discussion of fraud in the micro cap market, it is important to 
remember that legitimate small businesses are the lifeblood of the United States economy. 
The Commission is proud of its efforts to reduce the regulatory burdens imposed on small 
businesses over the last several years: 

• Companies can raise up to SI million dollars a year in seed capital, without 
complying with the registration requirements of the federal securities laws. 

• Companies can raise up to $5 million dollars a year through exempt public 
sales of securities using an offering document that, though reviewed by the 
Commission staff, includes unaudited financial statements, which cost 
substantially less than audited statements. 
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can 'teat dae waters* for ofierings 19 to $S minio n dollars, 

I alkiwing dm ooeqiany to lys w i n hi e whether dieae is poUic intenest in its 
nmjitiM before being t eq o i i ed to p iqi a ie docu ment s for the ofieting. 

• Ndn-public con^aoies can issue securities without legistiatioii to compensate 
their enqdoyees. 

TogedMi, d«se initiatives permit mmH businesaes to ndse adequate csqntal widiout the cost 
of fun federal legistiation/' We do not plan to tnm back these effoits, however, we are 
concerned about any abuse of these measures and the harm that may cause not only 
investors, but also those busineaaes the rules were designed to he^).** The Commisskm will 
.condmie to work in earnest to he^ legitimate small businesses gain access to the public 
cental markets while aggressively rooting out fraud among those that are not legidinatB. 

Thank you to dus opportiniity to address the Subcommittee. 


“ The federal securities laws are based on fell and feir disclosure. Thus, companies 
that wish to raise cq^ in the natkmal securities markets gcaerany must register their 
ipirti (be Commission file «nniMl a u di t ed financial ‘statements. The cost of 
preparing and <ti«nihiiting this infonnatkm may affect die alnlity of some legitimate small 
companies to raise caqntal in the public securities markets. 

« For exanqile, while not a muin business inidalive, the Commission recently modifie 
R^ulation S - which permits United Slates companies to raise cental overseas without 
registering the stock with the Commission - to better monitor the extent to which the stock 
was re-entering United States public markets. Exchange Act Release No. 37801 (Oct. 10, 
1996), 61 Fed. Reg. 54,506 (Oct. 18, 1996). The Ccmimission is currently considering 
additional modifications to restrict such re-entry of Regulation S stock. Securities Act 
No. 7392 (F*. 20, 1997), 62 Fed. R^. 9,258 (Feb. 28, 1997). 
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♦ « » 


Madam Chairman and Members of the Subcommittee: 

My name is Emile Muman and I am pleased to be here today to testify before 
you about my recent experiences as a victim of fraud by a securities brokerage 
conqnny. I am 78 years old and retiied several years ago from a career as a salesman. 
My home in Ballwin, Missouri is one of many suburbs of St. Louis. I do not receive 
a pension aiul therefore must be very cautious in the management of my limited funds. 
It is apparent to me that increased regulatory control b needed to prevent others from 
becoming unwitting victims of fraud by an industry entrusted by so many to condua 
transactions which are critical to their financial security. 

My story begins on January 16, 1997, when I received a call from Mr. Marlon 
Tropeano who identified himself as a stock broker with the firm of L.T. Lawrence and 
Company in New York City. I had never done any business with L.T. Lawrence and 
Con^rany and I do not know bow Mr. Trc^>eano idmtified me as a potential customer. 
Mr. Tropeano was very persistent and convincing in his recommendation for me to 
purchase shares of a company called Callaway Golf Company. I was familiar with the 
Callaway Golf Company and after listening to Mr. Tropeano, I felt that this nock 
wotdd be a good investment for me. Coincidentally at this time I was searching for an 
investment to replace some recently matured bonds. I therefore instructed him to 
purchase 200 shares of Callaway Golf Company stock. I regarded this as a long term 
investment and on January 18th I mailed my check in the amount of $6,040. 

The trouble began 6 days after the date of the purchase when he sold Callaway 
Golf for a total of $6,308.78 - not bad - and on the same day, January 22nd, he bought 
1,000 shares of Medaphis Corporation for my accotmt for a total price of $13,840. He 
has now esublished a margin account of $7,530.32. 
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It Gets Worse! Six days after that, on January 28th, Mr. Tropeano purchased 
4,700 share of QPQ Corporation stock for $12,940. The margin account is now 
$20,470421 This was all done without my knowledge. He did osl me, he did osl 
tell me - he just did it! The last thing in this world I wotild do is huy on margin. 

On February 5th, without my permission, he sold the 1,000 shares of Medaphis 
for $13,109.56 - a loss of $730.44. It gets worse! On the same day he sold 1,600 shares 
of QPQ and on February 12th, he sold 1,900 shares, and finally on April 10th the 
account was closed and I received a check for $292.47 for a loss of $5,748 out of my 
original investment of $6,040. fTotal sales of QPQ $7,662.22.) 

On February 13th, I returned from a trip to Florida and opened my mail to final 
confirmations of all these unauthorized trades. I was astoimded to learn that my stock 
in Callaway Golf had been traded for two other stocks without my permission, at a 
substantial loss. 

On February 21st, I sent a letter to the Compliance Department of L.T. 
Lawrence and Conqrany disputir^ the six unauthorized trades made by their employee. 
On March 11th, I was contacted, via telephone, by Mr. Andrew Basile who stated he 
was Senior Vice President and Head of the Compliance Department. He assured me 
that he would investigate my complaint, but nothing was ever done to resolve the issue 
of their unauthorized trades on my accoimt. 

Since I could get no satisfaction fi-om L.T. Lawrence and Company, I sort of 
took matters in my own hands. I wrote the NASD in New York City; the Securities 
& Exchange Commission in Chicago, Illinois; North- American Securities 
Administration Association in Washington, D.C.; as well as the Conunissioner of 
Securities of the State of Missouri in Jefferson City. Plus, I retained the services of an 
attorney. 

An Examiner for the Missouri Securities Di-vision determined that L.T. Lawrence 
and Company had 15 customer complaints filed against Mr. Tropeano - 11 of these 
complaints prior to his solicitation to me. 

Finally, on July 12th, a settlement was reached and the losses were reimbursed 
thru my attorney, minus his fee. This whole affair has been an extremely troubling 
experience for me and has cost me considerable expenses. It seems that in this ii%e of 
technology such renegade fraudulent activity should no longer be possible by companies 
who are entrusted with key elements of our financial security. 

This concludes my statement Madam Chairman and I would be pleased to answer 
any questions. I thank you for this opportunity. 


iHf/f 
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« « « 

My name is Mrs. Helen Spreohex and I reside in Philadelphia, 
Pennsylvania. My husband, Harry Sprecher, is unable to attend 
this hearing due to his declining health. My husband and I are 
both 86 years old. Before our retirement in 1988, we owned a small 
neighborhood grocery store in Philadelphia. We worked very hard 7 
days a week for 31 years and were able to save about $100,000.00 
for our retirement. But, as a result of the devious and deceptive 
practices of unscrupulous stock brokers and their firms, nearly 
every penny was lost. I am appearing before you today and making 
this statement in the hope that what happened to my husband and me 
can be prevented in the future. I am telling my story so that 
other elderly and other vulnerable citizens might be spared the 
suffering, the financial loss and the emotional trauma that we have 
had to endure. 

Our problems with stock brokerage firms began in the fall of 
1990 when we were contacted by a stock broker named John Baratta. 
At that time we were led to believe that Mr. Baratta was affiliated 
with the prestigious Wall Street brokerage firm of Morgan Stanley. 
Mr. Baratta persuaded us to open a brokerage account with him, and 
he started to purchase stock for us shortly after the account was 
opened. While Mr. Baratta was our stock broker, we periodically 
received account statements from Morgan Stanley showing the status 
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of our account. The account statements indicated that Morgan 
Stanley had been introduced to us through a company called 
Manchester Rhone Securities. However, I don't recall Mr. Baratta 
ever telling us that he worked for Manchester Rhone Securities, 
and, during this time, we always thought we were dealing with the 
firm of Morgan Stanley. It wasn't until I recently consulted with 
attorney Henry Pass that I found out that Mr. Baratta actually 
worked for Manchester Rhone Securities, a very small brokerage firm 
that has since gone out of business. Had we known Mr. Baratta was 
not affiliated with Morgan Stanley, we would probably not have done 
business with him. 

Some time during the fall of 1991, Mr. Baratta informed me 
that he had switched brokerage firms and was now working for S. D. 
Cohn i Company on Wall Street in New York City. At that time, he 
also told me that Morgan Stanley was no longer doing business with 
small investors such as me and my husband. We then agreed to have 
the stock in our Morgan Stanley account transferred to a new 
account at s. D. Cohn by Mr. Baratta. When we switched brokerage 
firms, our account was worth approximately $98,000. Mr. Baratta 
continued to be our stock broker until February or March of 1993. 
Around that time, we learned that Mr. Baratta was no longer 
affiliated with s. D. Cohn and that a stock broker named Donald Lou 
Spitzer had taken over our account. Although I had never met Mr. 
Spitzer, he seemed nice on the telephone and persuaded us to let 
him handle our account in the future. 


- 2 - 
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Around Saptsmbar of 1994, Mr. Spitzer intormea me By reiepnone 
that he had left the S. D. Cohn brokerage firm and had joined a new 
firm called Investors Associates. We trusted Mr. Spitzer so we 
allowed him to transfer our account to Investors Associates and we 
continued to deal with him until June of 1995. Around that time, 
a gentleman named Keith Bleich telephoned me and identified himself 
as a broker for Investors Associates. He said that he was calling 
to inform me that Donald Spitzer had been discharged from Investors 
Associates because of unethical practices. Hr. Bleich then told me 
that our account had been transferred to him and that he intended 
to give our account his personal attention. He also assured me 
that because of our age, he would make sure that we would never 
lose any money. Unfortunately, I believed him. 

About a month later. Hr, Bleich called again and asked if I 
had any other securities that were not in our account with 
Investors Associates. At the time I had in my personal possession 
440 shares of RJR Nabisco stock. Mr. Bleich said it would be to 
our advantage to have everything in one place. He told me he would 
sand Federal Express to pick up my stock certificates for delivery 
to his office. He was sc glib and persuasive that I agreed to send 
him my stock in RJR Nabisco. Because the RJR Nabisco stock paid a 
nice dividend whicn supplemented our Social Security benefits, I 
told Mr. Bleich that the stock was not to ,be sold and he promised 
not to do so. Over the next several days he called me three or 
four times a day trying to convince me to buy stock in a company 
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called Electronics Communications. He told me that the company was 
new and that the stock was about to skyrocket. I had never heard 
of the company so I would not commit myself • I told him that it 
was a very difficult time for me since 1 was recuperating from 
surgery for an aneurism of the aorta which had left me very weak 
and unable to make decisions, and I was very upset by the pressure 
he was putting on me. 

Some time in August of 1995, a statement arrived from 
Investors Associates and to my utter shock and surprise, most of 
the stock in our portfolio had been sold without my permission, 
including the RJR Nabisco stock from which we had been relying on 
the dividends to supplement cor Social Security benefits. The 
statement also indicated that we now owned 3,000 shares of 
Electronic Communications and 1,500 shares of a company called Air 
Methods, Inc. Both of these stocks were purchased by Mr. Bleich 
without my permission, and I later learned that Investors 
Associates was an active market maker in these securities. 

Shortly thereafter, the value of both stocks started to 
plummet and our margin obligation went from about $950.00 to almost 
$5,000.00. Margin calls were coming in two or three times a week, 
so I frantically called Mr. Bleich. He Insisted- that the stocks 
were going to make a lot of money. Margin calls continued to come 
in two or three times a week . . . calls that I could not meet. 
Although I continued to call Mr. Bleich, it became obvious to me 
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that my calls to him were seen as a nuisance; whenever I would 
call, I would always be told that he was in a meeting or out of the 
office. Eventually, the 1,500 shares of Electronic Communications 
had to be sold off to partially satisfy the margin calls, and we 
also had to pay $3,000.00 to satisfy the balance. 

In July of 1996, I informed the NASD about my problems with 
Investors Associates and Hr. Bleich. When Mr. Bleich heard about 
this, he called to tell me that everything that had been in our 
portfolio when he took over the account had been put back and that 
we no longer owned any of the stock that he had purchased without 
my permission. I later learned this was not true because the 
statements I continued to receive from Investors Associates did not 
show the changes in our account that Mr. Bleich had assured me had 
taken place. In the meantime, margin calls against our account 
were still coming in, but when I phoned Mr. Bleich, he insisted the 
changes had in fact been made and everything would be fine. During 
one of my last telephone conversations with Mr. Bleich, he brought 
another gentleman on the line who claimed to be an attorney for 
Investors Associates and who verified that the changes in our 
account had been made. However, I continued getting margin calls 
and our account statements from Investors Associates indicated that 
they were still selling stocks that I was not supposed to own in 
the first place. 

In February of this year, I consulted an attorney, Mr. Henry 
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Ian Pass, to see what legal recourse we had, as a result of the 
unscrupulous handling of our stoclc brokerage account. After Mr. 
Pass reviewed our records, I learned about the losses my husband 
and I had incurred since the time we first opened our account 
through Morgan Stanley in 1990 until the time that we closed the 
account with Investors Associates in April of this year. Due to 
the declining health of my husband and myself, I had not been able 
to keep track of all of the activity in our account. During this 
period, I had been recuperating from heart surgery relating to an 
aortic aneurism. My husband had also undergone surgery as well as 
chemotherapy for cancer of the colon and esophagus, and a lot of 
my time was spent caring for him. I therefore was not aware of all 
of the churning and other improprieties that occurred during this 
time . 


In December of 1990, when we entrusted our retirement savings 
with John Baratta through Manchester Rhone Securities and Morgan 
Stanley, our account was worth almost $76,000. However, when we 
closed our account with Investors Associates in March of this year, 
our account was only worth about $2,300.00. The stress of this 
situation has greatly affected my health, both physically and 
emotionally. I have been experiencing anxiety attacks, nausea, 
loss of appetite and inability to sleep. The distress and anguish 
are sometimes unbearable and have caused me to lose over 15 pounds. 
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until 1 was raferrad to attorney Henry Pass, I did not Xnow 
that there are laws on both the state and federal levels that are, 
supposed to protect my husband and me from the unscrupulous and 
illegal practices that we experienced. Unfortunately for us and 
for so many, many others, these laws did not prevent the firms and 
stock brokers with which we dealt from engaging in the practices 
bhat caused us to lose sg much money and to experience so much 
grief and misery. Mr. Pass has instituted lawsuits against the 
companies and individuals involved, and I am hopeful that my 
husband and I will be able to recover at least some of the money 
that we have lost over the years. 1 only hope that something can 
be done by the government to prevent retirees such as myself from 
becoming victims of the unsavory and unethical practices of 
investment firms and stock brokers that seek us out. Something 
must be done to protect all of us from the kind of people such as 
those who preyed on my husband and me, caused us to lose most of 
our retirement savings, and inflicted on us such terrible anguish 
and distress in our twilight years. 

Thank you for inviting me to share my story with you. 

Mr. Pass and I would be happy to answer any questions that you 
might have regarding my statement and ordeal. 


- 7 - 
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* * * 


Madam Chairman and Members of the Subcommittee: 

My name is Louis Po^ and it is a pleasure for me to be here today to tell you 
my personal story of being defrauded by a stock brokerage firm. I am employed as a 
truck driver by Federal Express. I bve in Pembroke, New Hampshire and am the 
father of five children. My life is hectic, to say the least, and the story I am about to 
tell you was a devastating experience for me and my family. I sincerely hope that this 
hearing will lead to new regulations of the securities industry which will prevent others 
from such uimecessary suffering. 

My experience with this scam started in June 1995, when I received a telephone 
call - out of the blue - from Pat Boyce. Mr. Boyce identified himself as a broker for 
Investors Associates, Inc. of Melville, New York. I am not sure how Mr. Boyce 
obtained my telephone number or identified me as a potential customer. 

During this initial conversation Pat Boyce solicited me to purchase stock in 
Cheyenne Software, Inc. His sales pitch was overwhelming and he tried very hard to 
convince me that the price of this stock was going to rise very quickly which would 
result in a huge profit for me. I became tired of Boyce’s relentless solicitation and told 
him sure go ^ead and buy the stock. It didn’t mean anything to me, he was just a guy 
on the phone from New York. I told him sure go ahead and buy the stock, but I 
thought it was a joke. I didn’t realize what I was doing, because Boyce told me, at a 
later date, that I had actually boi^t stock in Cheyenne Software, Inc. as a result of this 
initial conversation. I learned later that the trade date of this purchase was June 30, 
1995 for 1,000 shares of Cheyenne Software at a total cost of $18,216.75. 

Mr. Boyce called me a few weeks after our initial phone conversation. He 
informed me that the price of Cheyenne Software stock was rising and that I had 
already made a profit of $3,000. I was astounded to have gained such a profit on an 
investment that I did not really think I had made. A sudden profit of $3,000 was like 
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a major windfall to me. I told Mr. Boyce that I now wanted to sell my shares in 
Cheyenne Software in order to receive my $3,000 profit. Mr. Boyce told me that I 
must send Investors Associates $18,216.75 to cover the purchase price of the stock. I 
rq>lied that I was not able to do that, but if I owned the stock why couldn’t he just sell 
it and send me the $3,000 profit? Please note that to this point I had not submitted any 
money to Investors Associates. Mr. Boyce stated that I must send him a check for the 
initial purchase and then I would own the stock so I could then in turn sell it, I did 
not imderstand the stock market business and this situation was confusing to me, but 
I was intent upon getting that $3,000. That is a lot of money to me, and I was going 
to make that profit even if it meant coming up with $18,216.75. 

It just happens that my father lives about 20 minutes from the Investors 
Ai^xiates office in New York. I routindy visit my father, so I decided to make a trip 
there to check out the Investors Associates offices. I wanted to' see if it was a real 
company or just some guy calling me from his kitchen. I went to the Investors 
Associtfes office and it appoued to be a legitimate company in a normal office building. 
This visit gave me confidence in Investors Associates, so I told them that I would 
purchase the Cheyeime Software stock with my credit card. They told me that I could 
not use a crafit card to purchase stock. At this point I felt that all I had to do to get 
the $3,(XX) profit was to obtain $18,216.75 which would be quickly returned to me 
because I intended to sell the stock as soon as the purchase was confirmed. In faa, I 
was lead to believe that I could quickly sell the stock to make back the $18,216.75 plus 
the additional $3,000 gain. That same day, on or about June 30, 1995, 1 obtained cash 
advances from my credit cards and purchased the 1,000 shares of Cheyeime Software. 
I told Investors Associates that I wanted to sell my 1,000 shares of Cheyenne Software 
as soon as possible in order to receive my $3,000 profit and get my initial investment 
back to pay off the credit card debt. And they said fine. 

It was my understanding that the stock would be sold and my money from the 
sale would be placed in an account with Investors Associates. I waited approximately 
ten days ami sdll did ncn receive the money or any confirmation of the trade. I called 
Pat Boyce who told me he had made money for me once and that now he knew of 
another stock, Universal Self Care, that I should buy. I told Pat Boyce that I wanted 
to dose out my account because I needed the money to pay back the cash advances on 
my credit cards. 

Pal Boyce gave me a strong sales pitch about Universal Self Care slock. I told 
him that I did not want to purchase Universal Self Care stock and he became very 
upset with me. Boyce said that he had made money for me on the Cheyenne Software 
snxk and Iw a>uld not understand why 1 would want to dose my account. Boyce told 
me the Universal Self Care stock was guaranteed to rise in price because Investors 
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Associates is on the Board of Directors and they would be able to control the stock. 
I told Boyce that the profit in Cheyenne Software was just a fluke and that I really 
don’t know anything a^ut Universal Self Care. I informed Boyce that I would not buy 
this stock over the phone, that I needed time to research it. Boyce did not seem to 
hear me because he said, Mr. Poggi, do you want me to put that order in now? The 
conversation ended with the agreement that we would watch Universal Self Care stock 
until the end of the day, but no purchase would be made without my authorization. 
It seemed to me that Pat Boyce was reading from some type of a script during this 
conversation, because he would not take no for an answer. 

I immediately called Waterhouse Securities, who I have done business with 
previously, to determine the price of Universal Self Care stock. The stock was quoted 
as selling at $.25 less a share ian the quote from Pat Boyce. I was outraged, so I called 
Pat Boyce and told him that he is charging me $.25 more per share than Waterhouse 
Secirtities which is outrs^eous. I informed him that I didn’t want anything to do with 
Universal Self Care stock. Boyce told me it was too late because he had already bought 
5,000 shares of Universal Self Care with the money in my accoimt from the Cheyerme 
Software trade. He said that the $.25 extra per share was his commission. I told Boyce 
that I did not authorize this purchase and just wanted my money back. 

I was, to say the least, extremely upset. I now owned a stock that I knew 
nothing about, wUch was purchased with money from credit card cash advances. I 
called ^yce again that day and told him to immediately sell the stock in Universal Self- 
Care. He told me that he was not in a position to sell the stock. 

I called Boyce agiin a few days later at which time he told me that I have no 
worries because the price of Universsd Self-Care is going to be pushed up and then he 
will sell it. I continued to insist that Boyce sell my shares in Universal Self-care, even 
though he had almost convinced me that the stock was going to be profitable. Boyce 
then transferred my call to Vince Grecco, who told me that he was the owner of 
Investors Associates. Grecco said that he would sell the stock in Universal Self-Care, 
but he snidely told me to enjoy retiring on Social Security. He said that his company 
could have made me a fortune. I told him just to sell the stock and send me my 
money. 

A few days later I received a notice that I bad bought 5,000 shares of Universal 
Self-Care at a net cost of $17,360.50. I thought that this was just a mistake and that I 
would be receiving my funds in the near fawre from Investor Associates. About ten 
more days passed and I called Pat Boyce who told me that the Universal Self-Care stock 
was not sold from my account. I told Boyce that Grecco had ensured me that the stock 
would be sold. Boyce stated that my account had been closed and the stock certificates 
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were being forwarded co me. He said that I should receive the stock certificates in six 
to ten weeks at which point I could then have the shares sold by a brokerage of my 
choice. 

I broke down at this point in the conversation and became very emotional. I 
was hysterical and Boyce hung up on me. I composed myself and called Investors 
Associates a short time later. This time my call was transferred to Vince Grecco. He 
told me that I had instructed him to close my account and that it is standard procedure 
with his company to send investors the stock certificates of their shares when they close 
an account. I told Grecco that I wanted the shares in Universal Self-Care to be sold, 
I did not want the stock certificates. Grecco told me that it was too late to sell because 
the account had been closed and the stock certificates were in the system. 

Shortly after this conversation with Grecco I went on vacation with my family, 
but I called Grecco everyday trying to resolve this matter. Grecco told me that there 
was nothir^ he could do and that he was sorry I did not imderstand the jargon of the 
industry. Grecco repeatedly told me that he just followed my orders to close the 
account. 

The clearing house for Investors Associates on my account was Prudential 
Securities. I finally decided to call the local office of Prudential Securities to try to 
determine the status of my stock certificates. I do not remember the name of the 
person I spoke with at Prudential, but he assured me that the stock certificates would 
be forwarded to me as soon as possible. The stock certificates for Universal Self-Care 
were subsequendy received on or about August 22, 1995 in the mail by my sister on 
Long Island. I instructed her to take the certificates to the local Waterhouse Securities 
office and have them sold. The 5,000 shares in Universal Self-Care were sold on or 
about August 25, 1995, for $14,437.50. 

Subsequently, I filed a complaint with the National Association of Securities 
Dealers (NASD) in New York. A couple of months passed before the NASD conveyed 
to me that I should pass on my complaint to New Hampshire authorities. I then filed 
a complaint with the State of New Hampshire Bureau of Securities Regulation. This 
complaint was finally setded on April 23, 1997, with Pat Boyce being ordered to make 
restitution to me in the amount of $2,925 and Investors Associates assessed a penalty 
of $25,000. 

This concludes my story which obviously has been a terrible experience that will 
affect me in many ways for the rest of my life. I thank you for allowing me to share 
this information with you and I would be pleased to answer any questions. 
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Madam Chairman and members of the Subcommittee: 

I am Joseph Borg, Director of the Alabama Securities Commission, and I 
welcome the opportunity to participate in your oversight hearing on the 
growing problem of fraud in the sale of small company stocks. Today I am 
representing the North American Securities Administrators Association 
(“NASAA”) which has led numerous enforcement efforts in this area.' I 
commend you for your timeliness in holding a hearing on this important 
subject. With over one in three U.S. households now investing in our 
capital markets (up from one in seventeen in 1 980), securities fraud has a 
profound impact on a great number of working families. 

I have been involved in the securities markets for 1 5 years, as a partner in a 
law firm, as a state securities regulator, and as an investor; and I come 
before you today to discuss the very serious and growing problem of fraud 
in the micro-cap market. Daily, it threatens investors across the United 
States with the loss of millions of dollars. Moreover, in my opinion, this 
threat casts a shadow on every financial institution in our markets today. 
One of the unreported costs of this problem is the millions of dollars 
intended to seed new businesses that end up in the pockets of swindlers, 
rather than creating new jobs. 

I am speaking about the efforts of some small unscrupulous firms who use 
sophisticated scripts and an army of cold-calling solicitors and brokers to 
sell micro-cap stocks to investors by any means, including false and 
fraudulent representations and dishonest and unethical sales practices. 

On May 29, 1997, at a news conference with the New York and New Jersey 
Attorneys General, NASAA announced that 20 state securities agencies had 
filed 37 actions against 14 of these firms. The announcement was phase 
one of what is the biggest nationwide crackdown ever by the states aimed at 
brokers fraudulently selling stock over the phone. A number of press 
articles describing the actions are attached to this testimony. 


' The oldest international organization devoted to investor protection, the North American Securities 
Administrators Association, Inc., (“NASAA") was organized in 1919. It is a voluntary association with a 
membership consisting of the 65 state, provincial, and territorial securities administrators in the SO states, 
the District of Columbia, Canada, Mexico and Puerto Rico. In the United States, NASAA is the voice of 
the 50 state securities agencies responsible for grass-roots investor protection and efficient capita) 
formation. 
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That announcement resulted from a January, 1997, NASAA directive to 
create a strike force represented by 12 states. In February, audit teams 
comprised of examiners from these states struck five pre-selected firms in 
the New York metropolitan area. Concurrently, other states conducted 
similar investigations, and ultimately 20 states participated in the actions 
with NASAA serving as the coordinating council for this nationwide 
crackdown. 

The primary target, the brokerage firm of Investors Associates, Inc. was 
subject to fifteen state actions. To date, Alabama, California, Indiana, 
Massachusetts, New Hampshire, Oklahoma, South Carolina and Texas have 
revoked the license of Investors Associates, and Ohio recently denied its 
application for a license. I will speak specifically how Investors Associates 
fits into the problem later in my testimony. 

State securities examiners confirmed that employees of the targeted firms 
pressure their victims into buying stock in unknown companies by reading 
from scripts. The brokers and cold callers know little or nothing about the 
companies they are paid to hype. As you will see, brokers bounce from firm 
to firm, taking their favorite scripts with them wherever they go. Here’s an 
excerpt from one taken from a trash can at a brokerage house in Long 
Island, New York, that begins with a stage instruction to speak “slowly and 
nonchalantly”: 

“Two or three times a year, we at Investors Associates get our preferred 
clients involved with a niche area of the market where we can potentially 
turn a six seven figure profit within the course of a few trading hours. . . 
More specifically, initial public offerings. ” 

After providing more detail about a particular stock, the script goes on to 
say: “In other words, a return of 100% in 20 minutes perhaps sounds a bit 
unrealistic. . . but that’s exactly how our IPOs trade. . . We did three deals 
last year . . . yielding collectively 34 points within the first ten days of 
trading. . . [That’s a] fact!" 
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Once enough shares are sold and the price is driven high enough, insiders 
sell the stock, creating an unstoppable price slide, making fortunes for 
themselves and wiping out the savings of innocent investors. In the 
vernacular of the industry, this procedure is known as a “pump and dump.” 
Although the unknown companies being peddled are all small, it is not their 
size that is dangerous, but the dishonest way that their stock is represented 
and sold. 

In the course of NASAA’s sweep, state examiners discovered four systemic 
abuses by the targeted firms. These include: 

• Trading Abuses. Our examiners found an army of unlicensed solicitors 
who are accused of falsifying records, conducting unauthorized trades 
and failing to complete trades. These are the tools of stock manipulation 
and securities fraud. 

• Failure to Report Investor Complaints. State examiners found hundreds 
of unreported investor complaints. Most of the offices audited failed to 
have centralized procedures for handling and reporting customer 
complaints, as required by law. 

• Evasion of Broker-Dealer Registration Requirements Through Use of 
Third-Party Franchise Agreements. Rather than acting as a legitimate 
branch of a broker-dealer, these “franchises” operate independently, with 
no central compliance or supervisory procedures or oversight as is the 
industry practice. While they operate independently, they do not have 
independent capital and bonding upon which the investing public relies. 
■When a broker-dealer or its satellite offices aren’t properly registered, 
that is a sure sign something is wrong. 

• Abusive Cold-Calling Practices. Most of the firms and branches relied 
on high-pressure, scripted telephone cold calling techniques that include 
falsifying experience and performance, as well as other outright lies. 

This is the key to the scheme. Without the high pressure cold-calling, 
the rest of the illegal scheme could never succeed. 
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A small segment of the broker-dealer industry concentrated in the microcap 
markets has caused losses to investors in the hundreds of millions of dollars. 
The problem is systemic and nationwide. Even in Alabama such names as 
First Jersey Securities Co., Inc.; A.R. Baron & Co., Inc.; D. H. Blair and 
Stratton Oakmont Inc. are well-known to state regulators as problem firms. 

Unquestionably, the use by unscrupulous broker-dealers and their agents of 
a prestigious New York/Wall Street type name and address still tends to 
create an air of legitimacy and the promise of a golden opportunity; not only 
for the unwary or inexperienced investor, but in many cases also for the 
well-educated, more sophisticated investors. This is especially true when 
the lesser known brokerage firm markets a recognizable clearing firm name 
as a way to impress investors and gain their confidence. 

I am confident these hearings will uncover numerous examples of high 
pressure, boiler room sales tactics, misrepresentations, unsuitable sales, 
failure to execute trades, trading in assets without authorization and in some 
cases even threats. 

I would like to focus today not on mere anecdotes, but on a specific case 
study detailing the history and extent of these abuses and present for your 
consideration indications of generational networking amongst firms. This 
history and progression of networking continues unchecked. Even after a 
notorious firm like First Jersey or Stratton Oakmont is shut down (usually 
long after huge losses have accumulated), others emerge to take their place. 

In 1995-96, with the organizational support of the North American 
Securities Administrators Association (“NASAA”) Alabama undertook the 
lead of a multi-state investigation of the broker-dealer firm, Stratton 
Oakmont which had its headquarters in New York state. Investigators and 
examiners from Alabama, Kansas, Pennsylvania, Illinois, Colorado, New 
Mexico, Arizona, Mississippi and Georgia, with assistance from other states 
joined together on this massive investigation that consumed nearly two 
years, and half-a-million dollars in time and expenses to complete. The 
results of this examination were both shocking and informative. 
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Let’s take a look at one of these deals represented as a “golden opportunity” 
to the investing public. While we go over the details, please keep in mind 
that the investing climate during the 90s in the U.S. equity markets was 
delivering historic returns and success for IPOs. But, in the deals outlined 
today, investors never had a chance because the deals were constructed to 
enrich these unscrupulous operators at the expense of small investors and 
small businesses. 

I’d like to direct your attention to the chart “Steve Madden Limited IPO 
Time Line.” During the examination of Stratton-Oakmont, Inc., the 
examiners undertook to review five initial public offerings commonly 
known as IPOs, as well as review the activities of associated agents and the 
review of customer complaints. 

The five IPOs were: Computer Market Place, Inc.; Dual Star Technologies 
Group, Inc.; Out Takes, Inc.; Solomon Page Group Limited; and Steven 
Madden Limited. Our focus today is on Steven Madden Limited, a shoe 
company which was incorporated in the state of New Y ork. All these IPOs 
had been previously reviewed and approved by the North American 
Securities Dealers (“NASD”) and the Securities and Exchange Commission 
(“SEC”). After being reviewed and approved, these IPO units, shares, and 
warrants were sold in numerous states. The IPO analysis revealed a 
common pattern. 

One of the Stratton principals, Mr. Jordan Belfort, was barred from 
association with any broker-dealer in February, 1994, by the NASD. Yet he 
continued to be active at Stratton and continued to participate with the other 
principal, Mr. Daniel Porush, in IPO offerings such as Solomon Page Group 
Limited and Dual Star Technologies. He also participated in an apparent 
scheme to sell their restrictive shares purchased through private placement 
offerings prior to the IPO. 

After purchasing the private placement shares, the Stratton insiders, Messrs. 
Belfort and Porush benefited from stock splits prior to the IPOs, giving 
them a major ownership position in the companies. In some cases, 
NASDAQ refused to list the stock citing the high percentage of ownership. 
To bypass this objection, Belfort and Porush would sell their shares to 
newly formed shell companies controlled by other insiders and received 
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promissory notes for huge amounts that often rivaled the remaining net 
proceeds from the IPOs. In my opinion, a more determined examination of 
the disclosure documents must be exercised by the SEC, state regulators, 
and the NASD. The disclosure must be meaningful to investors. 

The shares owned by the shell companies were then sold to selective 
Stratton customers, friends and relatives at favorable prices. By way of 
example, the three Stratton principals, (Jordan Belfort, Daniel Porush, and 
Kenneth Greene) received promissory notes in Solomon Page Group 
Limited, Dual Star Technologies Group and Steve Madden IPO deals 
totaling in excess of eleven-and-a-half million dollars. This does not 
include additional commissions, bonuses or units and shares assigned to 
their accounts from Stratton’s trading accounts. Please remember these 
insiders are enriching themselves from the investing public, your 
constituents. 

The analysis further indicates that there was a pattern involving the use of 
bridge loans (also known as bridge financing) private placements and 
convertible debentures. The bridge loans and private placements often 
included individuals with questionable backgrounds or significant 
disciplinary history. Also, close friends and/or relatives of the principals of 
Stratton became involved in the bridge financing. In most cases, the IPO 
prospectuses failed to disclose to investors the relationship between these 
Stratton insiders (Messrs. Belfort, Porush and Greene), or then- 
backgrounds. 

Participation by close friends and relatives in the IPOs raises the question of 
excessive fees and commissions. This pattern becomes more abusive in that 
Stratton selected certain top agents to receive and/or purchase restricted 
shares (also referred to as cheap stock) to participate in the IPOs and to reap 
huge profits at the expense of the investing public thereby creating an 
irresistible economic incentive to rip off the small investor. 

It appears that these selected Stratton agents further involved selected 
insiders, customers or relatives by selling, in some cases up to half of then- 
allocated shares which are immediately sold on the first days of trading. In 
some cases, the shares were sold before they were actually purchased. 
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The IPO prospectuses also failed to disclose that the selling shareholders 
included Stratton agents. Stratton’s undisclosed control starts by selling a 
majority of the units to its own customers. Stratton sold fifty-eight percent 
of Out Takes, Inc.; sixty-four percent of Computer Market Place, Inc.; 
seventy-eight percent of Solomon Page Group Limited; seventy-nine 
percent of Dual Star Technologies Group, Inc.; and eighty-eight percent of 
Steve Madden to its own customers. Stratton continued its inside control by 
using prearranged purchases of sales of units and shares at set prices. 

From the review of the trade summaries, it appears that there was a pattern 
where customers were sold units at or near the unit offering price, then 
additional shares were purchased at a much higher price. In essence, we 
have common stock trading higher than units. There were numerous 
purchases of common stock at a high price, then a smaller purchase of 
common stock at a much lower price for the same customer. The review 
further revealed matched trades. The five Stratton IPO offerings raised 
amounts ranging from $8.7 million to $19.2 million. The size of these 
offerings made no difference as to Stratton’s ability to conduct the sale of 
the IPOs with reckless indifference to the consequences for public investors. 

Though the chart before you is complex, I would like to point out a few 
items. On June 12, 1992, Steven Madden issued to Madden Acquisition 
Group Network, (“MAGNET”), which consists of Messrs. Jordan Belfort, 
Daniel Porush and Kenneth Greene, a convertible eight percent debenture in 
the sum of $100,000.00 that was originally due and payable on July 15, 
1993, but was then extended. 

As you can see on August 25, 1992, the number of authorized shares then 
goes from 200 shares to 10 million. On December 1, 1992, Stratton begins 
promoting the private placement of twenty-two units at $25,000 a unit for a 
total of $550,000 to Steve Madden. One unit equals 45,332 shares of stock. 
Therefore, the 22 units of the private placement equate to fifty-five cents per 
share. 

What is not disclosed on the chart is that private placements included 
sixteen purchasers, of which twelve were employed by Stratton Oakmont. 
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After a series of further transactions, including a transfer of shares to further 
parties by the private placement holders many of whom are relatives or 
insiders, there is a two-for-one stock split and the private placement holders 
and those who purchased from the private placement holders doubled their 
shares. On December 2, 1993, MAGNET converts the $100,000 
convertible debenture into 2,040,000 shares of common stock and 
distributes it to its sole shareholders Messrs. Jordan Belfort, Daniel Porush 
and Kenneth Greene. 

What becomes interesting is that the Stratton insiders, Belfort, Porush and 
Greene, enter into a stock purchase agreement with Bocap Corporation, of 
which Steve Madden is the sole stock holder. Bocap purchases 1,284,816 
shares of common stock and delivers promissory notes in the amount of 
$3.2 million, $1.4 million, and a half a million respectively to Jordan 
Belfort, Daniel Porush and Kenneth Greene bearing interest at four percent. 
This totals $5,139,264. 

Consider that this $5 million in notes originated with a $100,000 debenture 
for which our examination found no evidence of payment. I find this 
absolutely astonishing. What also must be noted is that these promissory 
notes by Bocap Corporation, wholly owned by Steve Madden, had due dates 
that were extended. To the best of our knowledge, these promissory notes 
still remain due and payable. 

The initial placement then went public on December 10, 1993, with the 
prospectuses dated the same date. And what does all this translate into? 

If I can direct your attention to the pie chart you will note that of the 
approximately $12.5 million raised, 52.31 percent went to Steve Madden 
Limited and Ae rest went to the selling security holders, which we have 
previously identified as agents and insiders, as well as to the bridge lenders, 
the Stratton-Oakmont principals, Stratton Oakmont itself and Mr. Steve 
Madden. Therefore, approximately half of the public investors’ money 
went to these insiders rather than to the company the public thought it was 
investing in. 
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However, this pie chart does not tell the whole story. I mentioned earlier 
there are still over $5 million in promissory notes outstanding and although 
technically the promissory notes are owned by Bocap, a wholly-owned 
company of Mr. Steve Madden, President of Steve Madden Limited, please 
now turn your attention to the overlay. Let us now add the five million 
dollars worth of promissory notes that still need to be paid. If the 
promissory notes had been paid on time as originally anticipated by Stratton 
in this IPO, we would have to change the pie chart to show that the 52.3 
percent which went to Steve Madden Limited would be reduced by 
$5,139,264, leaving approximately $1,500,000 out of a total of 
$12,500,000. What does this mean for the small investor? It means that 
approximately $1 1 million of the $12.5 million intended for the company 
went to these insiders. 

It is interesting to note that the original due date of these promissory notes 
generally coincided with the beginning of the investigation and examination 
of Stratton Oakmont by the states and other regulatory authorities. 

The analysis of the IPOs including the Steve Madden transaction detailed 
before you concluded that there were numerous failures to accurately 
disclose material information. I believe the question to be asked is if the 
public investors knew $11 million of the $12.5 million was going to these 
insiders —would they have invested? Certainly not. And in fact, from the 
investors point of view this is probably the best of the lot. Technically, the 
$5 million in promissory notes have yet to be paid, therefore, the company 
still exists. 

Just how large are these peimy stock losses? fri a Wall Street Journal article 
dated September 4, 1997, the Journal states, “penny stock fraud has come 
roaring back bolstered by some of the very remedies designed to prevent 
abuses. Regulators now estimate annual losses to investors at more than $6 
billion. Triple the 1980s peak.” I agree with Barry Goldsmith, Executive 
Vice President of the NASD Regulation, Inc., when he stated, “there are 
significant problems in the over-the-counter market and a strong regulatory 
response is needed.” 
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Please allow me to direct your attention to the chart entitled “Agent to 
Principal Genesis.” This chart is probably more aptly named the bad 
broker-dealers “Hall of Shame.” Agents who started at First Jersey or 
Investors Center became the principals of Stratton-Oakmont. The agents 
who gained experience in the training pits of Stratton and others of its ilk 
moved on to other broker-dealers, or have gone on to form their own 
broker-dealer and the saga continues along with the lying, stealing and 
cheating. Many of these firms and individuals are today subject to ongoing 
complaints and/or investigations and may have already been subject to 
numerous regulatory actions. 

I might add that as we review this IPO and its impact on investors, it is 
important to note that as these abusive IPOs progressed, their structure and 
techniques have been handed down and refined as new bucket shops and 
boiler room mills take the place of older ones. 

In addition to the charts before you, attached to my testimony is a more 
comprehensive set of charts that detail the entangled web amongst these 
problem individuals and firms in the micro-cap industry. 

The conclusions are obvious and inescapable. The abuse in this arena 
continues to grow. As regulators pursue and shut down one firm, another or 
even several emerge to take its place. The lying, cheating and stealing 
continues unabated. Thankfully, Stratton Oakmont is gone and Mr. Jordan 
Belfort has been placed on a permanent bar from the industry along with 
Mr. Daniel Porush. Stratton, probably the worst of the worst no longer 
exists. Does this solve the problem? It is my position that the elimination 
or closure of one firm and the barring of several principals, who have 
already made their money does not in any way alleviate or correct the 
problem. It has been said that those who do not learn from history are 
condemned to repeat it. 

Regulators, including the state securities agencies, the SEC, the NASD and 
the New York Stock Exchange have, in the past, concentrated their 
enforcement efforts on the firms. Although these may be the most obvious 
violators, they are not the only cause of the abusive practices. As 
demonstrated by the charts, this network of culprits is a fertile 
training ground for continued wrongdoing. There is a continual, systemic 
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training of rogue brokers, promoters and agents. When the training is 
complete, they graduate to higher positions or form their own broker-dealer 
firm. 

Unless regulators are given the necessary enforcement tools and resources 
to strike at the individual agents with both civil and criminal sanctions, the 
infestation in our markets will continue. We must discourage rogue broker 
entrepreneurs by bringing criminal cases, prosecute the trainer, and let it be 
known that the cost of doing business just went up dramatically. Rogue 
firms or brokers will agree to pay a civil fine of 100 thousand or even one 
million dollars as the cost of doing business as long as he/she can continue 
to bilk investors of tens of millions of dollars; aggregate losses attributed to 
fi-aud in low dollar stocks are estimated to be several billion dollars 
armually. This is an unacceptable drain on our nation’s economy. 

The time is now to focus energy, resources and talents of the state 
regulatory and prosecutorial offices in conjunction with the SEC and Self- 
Regulatory Organizations (“SROs”) to attack the causes, not the symptoms. 
While SROs cannot replace the role of government regulators, I have 
witnessed a more diligent NASDR in the last eighteen months which places 
a higher priority on the individual investor. NASAA is committed to 
working closely with them. 

In conclusion, the May, 1997, twenty-state crackdown and the two-year 
Stratton investigation have provided the overwhelming evidence that leads 
me to recommend several issues for the Senate to consider. They fall into 
three broad categories: front-end protections, ongoing protections and after 
the fact responses. 

FRONT END PROTECTIONS 

SEC/NASD Recognition of State Enforcement Actions. 

Under the Securities Exchange Act of 1934, Section 3(a)(39) establishes 
“statutory disqualifications” that the SEC and NASD may consider with 
respect to revoking, suspending or denying registration to broker-dealers 
and their agents. The Act does not specifically reference state securities 
actions as a statutory disqualification. 
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However, the SEC may have the statutory authority to disqualify persons 
based on state orders by interpreting the language in Section 3(aX39), [“(•) 
an order to the Commission, other appropriate regulatory agency], to 
mean state security agency. If so, thousands of state enforcement actions 
could form the basis upon which the SEC or the NASD could and should 
invoke the statutory disqualification authority. 

Federal regulators may wish to consider such an interpretation. 

Currently, the SEC and the NASD bring their ovm complaints concurrently 
or subsequent to state actions, which can create duplication of efforts and 
unnecessarily drain the finite pool of enforcement resources. 

Continuation of State Licensing Procedures 

State securities agencies are able to protect millions of investors through the 
front-end state licensing process which screens out problem brokers and 
firms. State agencies should build upon their current successes and bring 
even more resources to bear against this problem. In my opinion, increasing 
enforcement budgets without strong state licensing is like throwing good 
money after bad. It is more efficient and effective, to prevent unscrupulous 
persons fi-om entering the industry rather than attempting to remove them 
once harm is done. 

NASAA recently submitted a voluminous study to the SEC which finds 
state regulation and the licensure of securities agents to be extremely 
efficient and effective. States only review those brokers who have 
disciplinary records, enabling states to concentrate all of their efforts on less 
than 1 1 percent of all brokers in the U.S. History has shown that the agent 
review is an essential vehicle to identify and screen out those individuals 
who present a serious risk to the public. Any diminution of state licensing 
authority would create harm to investor protection. 

A copy of this letter is attached to this testimony and the entire appendix is 
available through the NASAA office here in Washington. 
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ONGOING PROTECTIONS 
The Role of Clearing Firms 

As eluded to earlier in my testimony, clearing firms can be a vital 
component in the business of a fraudulent boiler room operation. The 
relationship between introducing brokers and clearing firms needs to be 
examined. How do introducing brokerage firms utilize their affiliation with 
a recognized name clearing firm to gain an air of respectability in the eyes 
of the investor? State regulators have uncovered evidence of unscrupulous 
firms leveraging the name of the multi-national clearing firms to gain the 
trust of small investors only to perpetuate the scam. 

Attached is a transcript fi-om a cold calling broker who invoked the name of 
a clearing firm in a context calculated to convey to the investor false 
security and the illusion that the little known introducing broker possessed 
the same prestige and financial capital standards as the name recognizable 
clearing broker. In fact, the relationship is purely ministerial. 

Is more disclosure necessary to inform the investor of the exact nature of the 
affiliation between the broker and the clearing firm? At least in the micro- 
cap area, we believe it is if investors received a full accounting of the 
enormous markups paid to the introducing broker in lieu of commissions, it 
would have a chilling effect on the type of fraud and abuse regulators are 
diligently working to eliminate. Some of these micro-cap firms market 
themselves as providing commission-free transactions only to extract their 
enormous profits from mark-ups that never appear on the clients’ 
confirmation slip. This is a practice that merits regulatory attention. 

NASAA applauds the New York Stock Exchange’s recognition of this 
complex area, and welcomes the opportunity to work with the SEC and the 
SROs to explore the issue and identify ways to address the abuses. 
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Books and Records 

The SEC’s proposed rule for Books and Records Requirements for Brokers 
and Dealers Under the Securities Exchange Act of 1934 was originally 
released on October 22, 1996. 

The proposed amendments clarify, modify and expand record-keeping 
requirements with respect to purchase and sale documents, customer 
records, associated person records, customer complaints and other matters. 
State securities agencies must rely on the scope of the federal rule to 
regulate local markets because they lack the legal authority to enforce 
standards other than those of the SEC. The SEC stated in its October,’ 1996, 
release, “The proposed amendments are intended to obligate broker-dealers 
to make and retain certain additional records that would be valuable to state 
regulators during examination and enforcement proceedings.” 

NASAA members have worked on this issue for nearly five years. We 
believe the time is ripe for SEC adoption of a meaningful and agreeable 
Federal Books and Records rule that closely tracks the October, 1 996, 
release. 

AFTER THE FACT 
SIPC 

The Securities Investor Protection Corporation was formed pursuant to the 
Securities Investor Protection Act of 1970. SIPC provides for a fund for the 
payment of customer losses due to a brokerage firm’s failure in an amount 
not to exceed $500,000 per customer on claims for securities, including up 
to $100,000 on claims for cash, but not to exceed $500,000 total. 

This Act has not been amended since 1970. Is this protection still sufficient 
coverage for investors? Should consideration be given to raising the 
payment level? Should actions other than a firm’s financial failure be cause 
to trigger the coverage? 
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These are issues that the Senate may wish to examine to ensure that 
investors understand the limited nature of current SIPC coverage and to 
determine if a review of the Act is necessary. 

Madam Chairman and members of the subcommittee, in conclusion, I 
applaud your sponsorship of these hearings in an effort to shed light on the 
abuses in the nation’s micro-cap market. The problems in this area are 
serious and systemic, but can be successfiilly addressed if securities 
regulators and policymakers work together on solutions. While it takes 
decades to build the foundation of investor confidence we enjoy today it can 
crumble in weeks or months. This hearing is a positive step towards 
ensuring that confidence in our markets is well founded. I pledge the 
support of the entire NASAA membership to work with you and provide 
any additional information or assistance you may need. 
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THE NEW YORK TIMES, FRIDAY. MAY 30. im 


States Lead a Crackdown 
On Telemarketing Brokers 

14 Firms, Most in New York Area, Involved 


By LESLIE EATON 


Amencans who live west of che 
Hudson may have good reason to 
hate New York, based on evidence 
presented yesterday by securities 
reguiators from 20 states who 
cracked down on stockbrokers push- 
ing penny stocks by phone. 

Led by Attorney General Dennis C. 
Vacco of New York, the regulators 
filed lawsuits and other enforcement 
actions against several individuals 
and 14 firms, almost ail based in the 
New York metropolitan area. 

"They operate in the shadow of 
' Wall Street, which lends them an air 
of legitunacy." said Mark J. Griffin, 
director of Utah's secuniies division 
and head of the North Amencan Se- 
j cuntles Administrators Association. 

I which coordinated the sweep. He es- 
' ctmated that there were probably 50 
such telemarketing boiler rooms do- 
' mg business around the country. 

Four defrauded investors — none 
i from New York — told of losing their 
savings to fast-talking, high-pressure 
stock salesmen who bought and sold 
shares without their permission and 
sometimes against their wishes. 

' "They can ccovmce you right away.” 
said Billy Heliums of Roswell. N.M.. 
wtw added. “Beware!" 

Legal actions filed by the state 
I regulators mcluded dozens of scripts 
I used by cold<allers. complete with 
such stage directions as "pause." 
"tower voice.” "sincerely.” and even 
"chuckle, chuckle.” The scnpu in- 
' elude lines for breaking down vic- 
tims' defenses, including Hatiery 
("You are rated as an A- investor 
through Dun & Brad Street |sic)"), 
promises ("My prediction is in 20 
minutes you will get a 100 percent 
return") and even insults (“I’m not 
asking the color of your underwear. 
I’m sure it’s white”). 

Regulators say the problem has 
gonen worse recently. Mr. Vacco 
said complaints and Inquiries to his 
office jumped by 40 percent smee 
last year, to 3.100. One rearon. he 
said. Is that with the soaring stock 
market, "more investors are coming 
in. and the pitches are being well 
received, un/oriunaieiy." 

The sutes' special enforcement ef- 
fon came as Congress, under pres- 
sure from many large brokerage 
firms and mutual fund companies to 
reduce state regulaiton. has been at- 
tacking state actions. Recently, 
states tost jurtsdiction over large ui- 
vestment advisers like mutual funds. 

Now. the Secuniies and Exchange 
Commission is working m a report, 
ordere-' by Congress, on state licens- 
ing ef b dividual brokers and firms, 
which a e also governed on the Fed- 
eral le >el by the S.E.C and the Na- 
inmal Assoclatton of Securities Deal- 
ers. Secuniies firms argue that state 
efforts duplicate Federal work and 
waste time and money. 

In a response that the state regula- 
tors’ associatton plans to file today, 
the sute officlato wtU argue that 
their procedures weed out rogue br> 
kers who would otherwise prey on 


citizens. New York, for example, has 
twice barred a felon who was con- 
victed of first-degree robbery and 
attempted murder. Ohio recently 
barred a salesman, approved by the 
N.A.S.D.. who faced Federal charges 
of securities fraud. 

The N.A.S.D. can pull brokers' li- 
censes for only very limited reasons, 
and cannot take into account state 
actions, regulators say. Moreover, 
the states respond to all customer 
complaints, no matter how small. 
"We're the local cops on the beat — 
when someone has a complaint, they 
may write the S.E.C. a letter, but 
they land up on our doorstep when 
we open our offices in the morning, ’’ 
Mr. Griffin of Utah said. 

In addition to abusive sales prac- 
tices. the states' regulatory sweep of 
small firms turned up what some 
regulators call an alarming new 
trend; franchise boiler rooms. Regis- 
tered brokerage firms are said to be 
selling their names and licenses to 
"branches" that operate independ- 


A bull market in 
complaints about 
pressure tactics over 
the phone. 


enily, without supervision. The li- 
censed firm may not have customer 
records or know about complaints. 

One firm that engages in this prac- 
tice. Investors Associates, was the 
target of 15 stales' enforcement ef- 
forts. The firm is based in Hacken- 
sack. N.J., and has branches on Long 
Island and in Florida. New Jersey 
issued a cease-and-desist order 
against the firm and its principals; 
New York sued it ui State Supreme 
Court, asking a judge to bar the firm 
and its employees from manipulat- 
ing initial stock offerings, using unli- 
censed telemarketers and ignoring 
customer complaints. 

Investors Associates said in a 
statement that it would cooperate 
with the state regulators to clear its 
name, adding that it "never con- 
doned any improper sales practice 
and will take all necessary steps to 
rectify such inappropriate behavior, 
should it exist." 

The other brokerage firms named 
by the regulators included First 
United Equities of Garden City, 
N.Y.; Kensington Wells Inc. of Syos- 
set. N. Y. ; L. T. Lawrence ol Manhat- 
tan ; Toluca Pacific Securities, which 
has offices on Long Island, and in 
Florida and California; Meyers Pol- 
lack Robbins of Manhatuui; Bill- 
mere Securities of Fort Lauderdale. 
Fla., and William Scon t Company 
of Union, N.J. 

Executives at the firms either de- 
clined to respond to the sutes’ alle- 
gationa or could not be reached for 
comment late yesterday. 
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Securities Regulators Cracking Down 
On Sales Fraud at Brokerage Firms 


NEW YORK (AP) - Securities regula- 
tors in 20 states are cracking down on 
fraudulent stock telemarketing practices, 
as visions of big returns in the booming 
stock market are making more people prey 
for scams. 

Fourteen broker^e firms are accused 
of making unauthorized stock trades and 
other fraudulent sales practices. 

*'In this high-flying bull market, it's 
easy for swindlers to make claims of 
outrageous returns sound plausible." said 
Mark Griffin, president of the Kmth 
American Securities Administrators Asso- 
ciation. 

NASAA is a private organization repre- 
senting state securities regulators that 
spearheaded an investigation into fraudu- 
lent stock telemarketing. On Thursday. 
New York Attorney General Dennis Vacco 
announced civil suits against the 14 broker- 
ages as part of the multistate cradulown. 

The firms were charged with high-pres- 
sure calling techniques and outright lies. 
They also were accused of allowing unli- 
censed solicitors to falsify records and 
conduct unauthorized trades, as well as 
failing to report investor complaints and 
evading broker-dealer registration re- 
quirements. 

"They're very impressive when they 
talk to you on the phone. Like a brother. 
They get you to feeling very comfortable 
with them.” said Billy Heliums, of Ros- 
well. N.M.. who lost about Sl.SOO and was 
on the verge of investing much more. 

Mr. Heliums and three other victims of 
allegedly abusive telemarketing practices 
joined Mr. Vacco. NASAA's Mr. Griffin 
and New Jersey Attorney General Peter 
Vemiero at a news conference. 

"Unfortunately, far too many investors 
are falling for the lure of this latest trend in 
boiler room scams. And the telemarketers, 
playing upon people's desire for ever- 
greater financial returns, have been run- 
ning away with millions of dollars of 
hard-earned money,” Mr. Griffin said. 

Brokers at Investors Associates Inc., 
based in Hackensack. NJ.. allegedly ab- 
sconded with about S60.000 belonging to 
Helen Sprecher. 85 years old. of Philadel- 
phia. The money represented 90% of the 
money saved by Mrs. Sprecher and her 
husband from a neighborhood grocery 
store they owned for 40 years. 

Mrs. Sprecher said her troubles began 
when her regular brewer took ill and she 
was contacted by another agent. "He 
sounded like a nice, friendly grandfatherly 
man.” she said. 

In a statement. Investors Associates 
said it would cooperate with regulators. 

"A number of firms have recently been 
targeted by certain states in connection 
with allegations of improper sales prac- 
tices. Investors Associates has never con- 
doned any improper sales practice and 
Investors Associates will take all neces- 
sary steps to rectify such inappropriate 
behavior should It exist.” the statement 
said. 

Like Mi^. Sprecher. many victims were 


complaints involved low-priced shares of 
high-risk stock. 

Other New York City brokerage firms 
named by Griffin were First United Equi- 
ties. LT Lawrence & Co. and Meyers 
Pollack Robbins. First United president 
Douglas Traynor had no comment. The 
other two firms did not immediately return 
phone calls for comment. 

Mr. Heliums, a New Mexico building 
contractor, said he invested his money 
with a broker from the Uniondale. N.Y.- 
based Sterling Foster brokerage firm. The 
company did not return a phone call seek- 
ing comment. 

Mr. Vacco said he had filed civil actions 
against First United and Investors Associ- 
ates. A mtal of 16 states have taken action 
against Investors Associates, including 
New Jersey, which has moved to revoke 
the firm's registration to do business in the 
state. 

Another alleged Investors Associates 
victim was Louis Poggi. 45. of Pembroke. 
N.H.. who said he lost SIO.OOO. all of his 
savings, "t was careful as a human being 
can be and they did something illegal." the 
Federal Express driver said. 

The 20 states participating in the crack- 
down are: Alabama. Connecticut. Dela- 
irare. Illinois. Indiana. Maryland. Massa- 
chusetts. Missouri. New Hampshire. New 
Jersey. New Mexico. New York. Ohio. 
Oklahoma. Pennsylvania. Texas. Utah. 
Vermont. Washington and Wisconsin>. 

California. Georgia and Florida are 
expected to announce similar actions 
against broker-dealer firms in the next 
memth. 
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FRIDAY, MAY 30. 1997 


State regulators charge 
14 brokerages with fraud 


By Lome Grant 
USA TODAY 

Securities regulators from 
20 states announced actions 
against small brokerages 
Thursday, saying they sold 
stocks over the telephone using 
dishonest sales pitches. 

IQ the states' biggest crack* 
down ever, enforcement ac* 
tions were filed a^un^ M 
firms as a result of the North 
American Securities Admims* 
trators Association's (NASAA) 
year*long campaign to stop 
fraudulent pracoces. 

A strike force of state exam- 
iners found rampant abuses, 
such as high-pressure sales tac- 
tics and unauthorized trades. 

NASAA says firms duped un- 
wary investors by selling them 


low-quality securities and lying 
about the risk. Once the stocks 
ran up in price. NASAA says, 
brokers sold the shares they 
owned at a huge profit driving 
the price back down and wip- 
ing out investors' savings. 

Hackensack. NJ.-based In- 
vestors Associates was cited by 
15 state regulators. In one case. 
Helen Sprecher. 85. a retired 
grocer from Philadelphia, says 
she lost $99,000. Sprecher al- 
leges an Investors Associates 
broker sold her RJR Nabisco 
stock despite orders not to, 
then bought stock for her in a 
telecommunications firm that 
later plummeted. 

David Sayid. a lawyer for 
Investors Associates, says it 
will cooperate with invesoga- 
tOTS and clear its name. 
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OH THE FRINGE 


Never open a brokerage account with a firm that calls with a hot stock. 
If you think we are being dogmatic about cold-calling, read about 
these horror stories. They could happen to you. 

On Sleazy Street 

By Grettfaen Moqoison 



When Louis Pocgi picked 
up the telephone that day 
in June 1995, Patrick 
Boyce was on the line 
again. Boyce, from 
Investors Ass^ates, had a 
stock tip: Universal Self- 
Care, trading over-the- 
counter at 3K. Poggi, a New 
Hampshire father of five, 
makes S45,000 a year as a 
traaor-trailer dri\’cr for 
Federal Express and had 
bought stock only on a 
few occasions. 

"I said no," Poggi 
recalls. "I tell you the guy 
wu like a robot. He goes 
right back into the sales pitch 
again for the third time. I said, 
look, emphaocally, no, I can't do 
it. I don't know artything about the 
stock." Poggi hung up, chinking 
Boyce had gotten the message. 

Pitchman Boyce purchased the 
stock anyway. In a previous phone 
call, he had gotten Poggi's Social 
Security numter and address — all he 
needed to eater the trade. Pt^i had 
an account with Investors but had 
sent no money to Boyce. 

When Poggi found out that he 
now owned 1,000 shares of Univer- 
sal Self-Care, against his wishes, he 
told Boyce to s^ it. Both Boyce and 
his Inanch manager refused and pro- 
ceeded to browfa^ him for payment. 

"I lost it,” says Poggi. ”I just broke 
down crying. I mean. I'm up here in 
New Hampshire, these guys are 
down in New Yoric killing me. You 
do this kind of sniff to scMneone who 
i: your worst enemy.” Poggi com- 
D.ained to the New Hampshire secu- 
.hiei reguluors, who sued InvestcMs 
to revolt its license. After the license 
was revoked in April, Investors filed a 
motion for reconsideration. 


If there were an award for bucket 
shop bre^erage the year, Hacken- 
sack, NJ. -based Investors AssodaKs 
would win it. Three states have 
revoked the firm’s license and anoth- 
er 13 are proceeding against it. Alle- 
gations: unethical (Nactices, ftlse and 
misleading statements, fraud. The 
firm regularly sronewalls regulators, 
refusing to honor subpoenas, contin- 
uing CO do businew without register- 
ing or in defiance of orders 
CO desist. 

Investors Associates, state regula- 
con estimate, has relieved customers 
of at least S 10 million in the past two 
yean. Its cactia ace pure boiler room. 
A sales script recovered from a trash 
bin at an Invesron office reads, '^My 
prediction is in 20 minuies you’ll get 
a 100% return in the srock.” 


One investors broker had 30 cus- 
tomer complaints lodged against 
him. Was he reprimanded? No, 
because none of the complaints 
ever made it to the National 
Association of Securities 
Dealers, which supposedly 
keeps an eye on brokerage 
firms. Instead, they collected 
dust in a file at an Investors 
office. When state reguiacon 
asked the firm's compliance 
officer about this oversight, 
he said, **I have no ides 
why the guy is still here.” 

It*s a never-ending 
battle against the cold- 
cailers. They outnumber 
and outmaneuver the 
cops. In its ten-month- 
long Street Sweep, rcgularon 
from 20 sutes — including Con- 
necticut, lUinois, Utah and Califor- 
nia-joined to try to shutter the 
worn of them (see teblty p. 264). It’s 
worse out there chan you think, 
according to Mark Griffin, president 
of the North American 5^curirie5 
Administrators Association, which 
coordinated the crackdown. 

Says Indiana Securities Commis- 
sioner Bradley Skolnik, "For these 
firms, finandal penalties are a cost of 
doing business.” With mark-ups 
pretty much whatever they please, 
croc^ can afford to pay penalties. In 
a case against Biltmore Securities, 
Skolnik barred the firm from selling 
any stocks other than those listtd on 
one of the three major exchanges. 
This eliminated almost all die finn's 
business. 

Bull markets make investors more 
vulnerable. They read ab(>ut killings, 
they want in on the action. Andr^ 
Kandel, chief of New York’s Investor ; 
Protection & Securities Bureau, says 
that his office recovered more in 
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fines, costs and penalties last 
year than in 1990 through 
199S combined. Com- 
plaints and inquiries from 
investors were 40% higher 
last year than the year 
before. In a 12-month 
period ending September 
1996 — the most recent fig- 
ures available — state regu- 
lators like Kandcl 
brought 7,000 enforce- 
ment actions against 
brokerages. The nasp 
brought 700, the Secu- 
rities & Exchange CcKn- 
mission, 100. For estr)' 
case brought, chances arc 
many other \nctims .swallowed 
their losses .silently. 

Don’t be a willing nctim. 
Information is your best 
friend. Don't rely on NA.sn material. 
You can get a disciplinary file from 
either a state regulators* agency or the 
NASD, but the latter's file is likely to 
be very skimpy'. It includes only arbi- 
tration cases that have been settled 
and enforcement actions that have 
been taken. State regulators also 
supply information on cases pending 
against brokers, as well as customer 
complaints. And because the NAsn 
does not recognize state sanctions 
against firms or individual brokers 
when evaluating them, a broker or 
firm could be sanctioned by 15 states. 


and could still have NASP’-s stamp of 
appro\'al. 

Evasion of broker/dealer registra- 
tion requirements is a new and gro\x'- 
ing problem. Regulators say two of 
the worst offenders are Meyers Pol- 
lock Robbins, with 30 branches, and 
Investors Associates, with 16. Anoth- 
er is Toluca Pacifk, with 1 1 branch- 
es. They are basically franchisors who 
let out their names to independent, 
thinly capitalized operators. One 
Meyers Pollock franchisee bought his 
operation with an S85,000 loan on 
which he paid $30,000 in annual 


interest. A branch manager told 
investigators: “Gening regis- 
tered as a broker/dealer is 
too expensive and difficult, 
so we set up independent 
franchises. ” 

Brokerage firms arc 
^ supposed to tell the 
N.\SD about customer 
complaints. Sometimes 
they don’t. Investors Asso- 
ciates had no complaints 
on file with the NA.SP for a 
particular branch office, 
but examiners found 
over 300 complaints at 
the branch during their 
ssveep. 

Even the file of 300 
was incomplete, an 
employee explained, 
because “somebody broke 
into the branch and stole the cus- 
tomer complaint file.” Some 90% of 
the complaints alleged unauthorized 
trading. 

The 12 firms targeted in the late 
May sweep all u.se unregistered cold- 
callers to locate victims and bring in 
registered brokers (like Patrick 
Boyce) only to close a sale. A branch 
of Meyers Pollock had 90 phone 
banks all selling one illiquid stock 
from a list that included Creative 
Medical Development, Princeton 
Dental Management Corp. and 
SmartSerxe Online, Inc. A branch’s 
phone records showed 1 million 
phone calls made in a month. 

The scripts these frenzied phone 
callers use would be hilarious if they 
did not do so much damage. Script- 
ed answer at First United Equities 
Corp. to a prospective investor who 
says he's not in the mood to invest: 
“That's what my wife said last night. 
You know w'hat? This morning she 
thanked me." 

Or this: A prospect asks for a 
report on the company being 
pitched. The cold-caller, w-ithout 
losing a beat, responds: . “When 
Columbus discovered America, he 
didn’t send a repon until he actually 
saw the land. At that point it was 
history." 

Now you see why w'e say, never, 
ever, ever buy a stock pitched over 
the phone from someone you do 
not know. M 


Wall Street^ Hall of Shame 

Haeu wu fiM waft bcalwfugM fu AmmIoh, aul 

fey akuto mcusHIm ra^rtalars fei llwfe cmmI MtaraMMUl utdSiotmm 

W ■ fef ahar die y— Hr— a— aHfcw fin— , fewg up. 
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Ohio gets tough 
with brokerages 


■ One brokerage was farced to let 
customers can^ trades wfnk an- 
other was denied a dealers’ license. 

ByJ«HwyOnh» 


A Califixiiia-iBsed oniiie dEamt stock bn>- 
ker nuEC give thousands at Ohxaas the li^ to 
caneei tnds made since Jan. 1, CHno swming. 
regulaiots said yesteedn*. 

In a Ohio azid 19 other states 

took action agdna- 14 u«iiiiiia>. finns vriA Usur- 
ies of Ugh-pressore nles tacDcs. unauthorised 
oadintr and fahafying reoccds. 

liie ontine broker. E-llade Securities Inc. of 
Palo Alta Calif. lan into probisna with state 
regniaun when it fnied to leiun' its bnker^ 
doiier iieense that esniied Dec. 31. Ihe oompatn- 
hav been liepnaed tO srii apritririea in the tfaee 
sinoe 1992, and called its fnUre to tenew the 
hoense an oveisght. 

Between Jan. 1 and March 31. the unlicensed 
E-lyade conducted 18390 suick nansacdons and 
opened 1.100 new acooums in Ohio, a vjolaticsi of 
state securities laws. 

To settle the matter, the Ohio Department 
Commerces Dhnsion of Securities agreed to re- 


new its license if Ohioans who bought stock 
through E-’nade were given the option to caneei 
the trades. Inveson who sold stodt aren’t inciud- 
ed in the eeaienieffi. 

E-llade also was reqmced to notif>' cusum- 
eiw of the a g reement, and give them 30 days to 
Rspeod. 

’’We don’t lynwiiW them to be a sroUem 
bcnker-dealer.'' said Ohio Securities Commissiot!- 
er Thomas Geyer. explaining the hcense renewal 

E-Tiade also holed to renew its Kebiaska 
bnkerdeaier license this veer. That state fineii 
the eompe^ S94.000. 

“rd like to think our result waj: better." 
Geyer seid. ’’We did aomething fta* Ohio investors 
and didn't just collect a fine.' 

In the ocher matter, the Division of Securities 
denied an appocaom hy Invesuars Associates inc. 
of Haekenstck, fer a securities deales' 

tirettso 

Geyer said Investors Assodates was hcensed 
to do business in Ohio for several years. A 1997 
license request was denied when a review of the 
appiieatioo turned up iz separate disdpiinary 
actions against the company in oihe states. 

“ThK are bad people that use high-pressure 
sales practices' Geyer said. ‘TVe said. Tt'ou can'; 
do business in Ohio because of all the piubiems in 
the other states ' ' 


Geyer said Invesmrs Associates deals primarily in low-priced, lioie- 
Imown stocks 'and those ace among She most risky seorrities' 

Ohio’s acdon was pen of natioDwiiie oackd^ on brokers who peddle 
stocks over the teleplioiie. S e uui lie s reguletcrs fi?om 20 states yesetday- 
accused 14 securities firms of viofaiions that mchide Ulsifying records 
imaiitfinrirfri trading, fiuinre to c o mp l ete trades, operating without a license 
and usiDg high-pressuie sales tactics 

Hie rnsriplmarv actaous go back to last Ull when regulatois who belang 
to the North American Securities Ad m i n istramis Assodadon decided to 
invesrigaie sauthilest edephone stock sales practices. 
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States press case against broker 
fraud 

ASSOCIATED PRESS 

This story nn in the Conmnt Mny 30, 1997 



t 


The Hvdbte Counot 


NEW YORK • Securities regulators in 20 states • including Connecticut 
• have begun a crackdown r^ainst 14 brokerage Turns accu^ of making 
unauthorized stock trades and other fraudulent sales practices. 

' 'They're very impressive when they talk to you on the phone. Like a 
brother. They get you to feeling very comfortable with them," said Billy 
Heliums, of Roswell, N.M, who lost about S1,SOO and was on the verge 
of investing much more. 

Heliums and three other victims of allegedly abusive telemarketing 
practices by brokers came to Mardiattan Thursday to attend a press 
conference at New Yoric Attoirwy General Dennis Vacco's omce 
announcing the crackdown. 


Vacco filed civil actions against the firms, accusing them of 
high*pressure calling techmques and outright lies; sales practice abuses 
in which unlicensed solicitors falsified records and conducted 
unauthorized trades; failing to report investor complaints; and evasion of 
broker-dealer registration requirements. 


Vacco was joined by New Jersey Attorney General Peter Vemiero and 
Mark Griffin, president of the North American Securities Administrators 
Association. 


The association, a private organization representing state securities 
regulators, belp^ to lead the investigation into the fraudulent stock 
telemarketing that resulted in Thursday's announcement. 

North American Securities Administratora AMOciation Web site 

' ' In this high-flying bull maricet," Griffin said, ' ' it's easy for swindlers to 
make claims of outr^eous returns sound plausible." 

' 'Unfortunately, far too many investors are falling for the lure of this 
latest trend in boiler room scams. And the telemai^eters, playing upon 
people's desire for ever ^ater financial returns, have bm running away 
with millions of dollars of haid-eamed money." 

Eric Wilder, an assistant director in the securities division of the 
Coimecticut banking department, said one 24-year-old broker involved in 
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die ecanu made $57,000 in one moi^ alone on cotnmissicms. And dmt 
was the lowest amount the broker made in a month in a one-year period, 
WUdersaid. 

^der estimates that the broker made betweoi 200 and 300 calls a dt^ 
to rake in that much money. 

Brokers at Investors Associates hsc., based in Hackensack, K J., 
allege^ absconded widi about $60,000 belonging to Helen Spredier, 
85, of Priiladelidua. The money represented 90 percent of die money 
sa^ by Spretto and her husband from a ndpdxnbood grocery stme 
diey owmed for 40 years. 

Sprecher said hCT troubles began when ba legujar broker took ill and die 
was cmitacted by another agent "He sounded like a nice, friendly 
grandfidheriy man," 


Investors Associates' outside counsel, David Sayid, said the conqiony 

h»H fwi gnfUflMart- 

Like Spiecte, many victims were senior citizens, Griffin said, and many 
con^ilaints involved low-priced shares of hlgh-ri^ stock. 

Odier New York City brokerage firms named by Griffin were First 
United Equities, LT Lawrence A Co. and Meyers Pollack Robbins. First 
United Presidefit Douglas Traynm had no comment The other two firms 
did not immediately return messages seddng reaction. 

Heliums, aNew Mexico building contractor, said he invested his money 
wifo a brato from die Uniondale, N. Y.-baa^ Sterling Foster bnrfcerage 
fires. The cooqMuty did not return a teleffoone call sedong conunent 

Vacco said he had filed civil actions against First Unittd and Investors 
Associa t es. A total of 16 states have taken actim against Investors 
Asso ci ates, including New Jersey, which hss moved to revoke the firm's 
r^istration to do b ti s i nf i w in the state. 

Another aileged Investors Associates victim was Louis Poggi, 45, of 
Pembroke, N.R, who said be lost $10,000, all of his savi^. "I was 
carefiil ss a human beiiig can be, and they did something illegal,’' the 
Federal Express driver slid. 

The 20 slates ptttlciptfuig in the crackdown are: Alabama, Connecticut, 
Delaware, IlUnois, Indiana, Maryland, Massachusetts, Mismuri, New 
Hampshire, New Jersey, New Mexico, New York, (Miio, Oklahoma, 
Pennsylvania. Texas, Utsh, Vennont, Washington tnd WisconsiiL 

CaUfomia, Georgia and Florida are expected to announce siimlar actkms 
against broker-derier firms in the next month. 

Connecticut inveslon who suspect that thev am beins targeted by a scam 
or just have q'lestions riioald tw the s e curiti e s diviiuMi <n the boddng 
d e p sitm e nt at :800) 831-7225 or (860) 24<V8230. A copy of "Investor 
AMt," a pam;iUet outiiniiig the seams and tte to avoid them, is 
availiUe by calling <v wrmiig the agency at ^ Constitution PIszi, 
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STATE OF UTAH 
DIVISION OF SECURITIES 

MEMORANDUM OF INTERVIEW 


CASE & CASE#! 

DATE: 

WITNESSES! 

PI.ACE! 


Daniel Hernandez 
Thursday, July 10, 1997 

Roxanne VanBeekum, Pam Redington, Ellen Bloedel, S. 
Anthony Taggart, Mike Mayfield 

Utah Division of Securities, Office 


INTERVIEWED BY: Matt Jenkins 
TRANSCR IBED BY: Roxanne Van Beekum 
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Hernandez: Dell computers trading at 

Jenkins; Okay, go I’m sorry about this. Go ahead. Who were you again? 

Hernandez: This is Dan Hernandez at Meyers, Pollock and Robbins. What I’m doing 
today. Matt. I’m getting a call out to you over there in Kinney Circle. 1 
take it that’s still your best address? 


Jenkins: Yes. 


Hernandez: Okay, in about a month I’m gotma give you a call back with a 

recorrunendation in the market that you can use at your own discretion. But 
Matt, right now, who you been dealing with in the market that is taking care 
of you? 

Jenkins: Uh. Piper Jafiray. 
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Hernandez: KperJaffity? 

lenkins: Yeah, 

Hernandez; Great company. What was the last stock they bought you that made you 
money? 

lenkins: Uh. Mutual funds mostly. 

Hernandez; Mostly. Um, what I do here is I usually gtn my clients involved with smcks 
that ate 10 to 20 dollars fa one major reason. We can see capital gains 
mudi easier than a hundred or two hundred doUar stock. Wouldn’t you 
agree? 

Jenkins: Yeah. 

Hernandez: Okay what I’m saying to you is this Matt. Off the top of your head, what is 
one of the last stocks yon got involved in that did do well for you? 1 mean, 
off the top of your head of course. 

Jenkins; Iomega. 

Hernandez; Iomega. Do you recall the price you got involved widi it at? 

Jenkins: No, but you know it was a tong time ago. We made money. 

Hernandez: Okay, you sold it already? 

Jenkins: Yeah. 

Hernandez; Okay, now most of my clients here, their average portfolio is between a 
couple of hundred thousand to a few millitm in the common stock market 
A Indi park Sgure, what do you see exposures now a days for the market? 

Jenkins; Ah.. . well counting my pensitm plan and everything, I don’t think I’m even 
six digits. 


Hernandez: Bali park. 
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Jenkins: 

Hernandez: 


Jenkins: 

Hernandez: 

Jenkins: 

Hernandez: 

Jenkins: 

Hernandez: 

Jenkins: 

Hernandez: 


Jenkins: 

Hernandez: 

Jenkins: 

Hernandez: 


Ah. Hundred thousand. 

Okay, now my name again is Daniel Hernandez. A call will be getting on 
your desk in the next couple days. When I call you back in a month, the 
one thing I’m going to ask from you, give me two minutes of your time and 
the same courtesy you’ve given me today. Is that fair enough Matt? 

Yeah. Can I ask you a couple of questions? 

Go ahead, speak. 

How long have you been in the business? 

I’ve been in the business for eight years now. 

Eight years? 

Yes. I’m the principal here at Meyers, Pollock on the seventh avenue 
office. We have currently been in business since 1963. We co-wrote all of 
our funds through Bears Stem. I’m sure your familiar with them? 

Yeah. 

Okay, in a month when I call you back I’m not going to waste your time. 1 
promise you it’s going to be a stock that gonna be nothing less than 
phenomenal. Now, Matt when you typically do start off or invest into your 
ventures, what do typically put behind each individual stock 
recommendation? 

Ten to fifteen thousand. 

Okay, I’m gonna call you back. I’m not going to waste your time, just give 
me the same courtesy you gave me today. Is that fair enough? 

Yes. So, hey, let me ask you a few more questions. You said you were a 
principal or something like that you know. 

Yes. 
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Jenidns: 

Henandez: 

Jadcins: 

Hernandez: 

Jenkins: 

Hernandez: 

Jenkins: 

Henandez: 

Jenkins: 

Henandez: 

Jenkins: 

Henandez: 

Jenkins: 

Henandez: 

Jenidns: 

Henandez: 


Ah, does that mean you are a vice-president or somediing? 

No. A vice-president, anybody can be a vice-president I’m part owner of 
this firm. Ihavea30mansts^thatworksbelowme. Anybody that tells 
you dieir vice-principal or an account executive, it’s just a fimcy title to call 

them a series 7 license broker. You follow me? 

( 

Yeah. So you have 30 guys. . . so you’re the owner? 

But me, I am one third of the ownership ofdiis firm. 

(Hi really. 


Yes. 


Well, diat’s great 

What I’m telling you is this ri^ now Matt. Ate you fiuniliar with a 
conqiany called I^? I-N-S-O, it’s a software company? 

No, I have. . . I’m not 

You’re not This company came down fiom a high of 64 dollars a share 
due to a loss ofa contract with Microsoft for their spell check. Ate you 
fomiliar with that? 

Ah, no not really. 

Do you have a computer at your house? 

Yeah, I do. 

Okay, well you know whoi you type iit if you’re doing any kind of 
letterheads 

(Interrupting) Oh, yeah, uh... uh.. . I 

and you run a spell check that makes sure all your words are spelled right 
and it’s a, it’s urn, grammar wise? 
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Jenkins: Yeah. 1 know what a spell checker was. I just wasn't familiar with the 

Microsoft stuff. 

Hernandez: Okay, well Microsoft licensed their products for a 12 million dollar contract 
for three years. This contract is now overdue. Now the reason why this 
stock went to 54 dollars a share is that Microsoft is doing so much business 
with them, that Wall Street was rumoring that there could be a buy out of 
Inso by Microsoft. That was obviously just a rumor and after this news 
came out with them losing that spell check, the stock came down 
drrunatically. Fact remains that it went down to 10 and three quarters. I’ve 
been buying it for all my clioits between ten and three quarters and eleven 
and a quarter. I’m telling you right now, you hold this stuff for 45 days . . 
day time fiame and you are going to see a fifteen dollar stock because that 
what its book value should be at. But what I’m telling you is that Microsoft 
has come back to the table. They have three brand new software products 
for the world wide web. One has to deal with the maintenance, one deals 
with design and the third one is for the overall conception of all web site 
portfolio, 1 mean, web pages out there right now. Now this contract is 
going to exceed their previous 12 million dollar contract to be roughly 24 
million over the next 2 years. Now, when this hits, it’s not going to hit on 
this quarter’s earnings. They already reported them. Walt Street was 
expecting 36 cents. They repotted 10 cents. Stock came down almost 9 
points in that one individual day of trading. Now, in the third quarter of this 
year you are going to see this Microsoft contract come through and this is 
where we are going to see the stock. I’d say conservatively IS, 16 in the 
next three to four weeks of trading. 1 think in two to three months we are 
going to see the stock back at 25 to 30 dollars a share. Now let me ask you 
this. How many times have you gotten involved with bottom floor um. . . 
situations before? 

Jenkins: Well, I’ve never had a stock that made that much money. 

Hernandez: You never have? 

Jenkins: Well no! That’s a double. 

Hernandez: What I’m telling you is this, it’s not going to happen in a week or two 

weeks like an initial public offering. But I’ll tell you right now, you show, 
let me show you what 1 can do for you. . I’ll get you involved with the 
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stock rig^t now at ten and seven eighths. It’s going to be nothing less than 
a IS dollar stock. In about three weeks. I’ll show you in two to three 
months about a 25 to 30 dollar company. 

Jenkins; What are the risks involved in this stock? 

Henumdez: Well, the risk involved was this. It’s ten percent of your overall downside. 

I make sure all my clients have a downside covered before they even get 
involved with a stock. And that is ten percent of what you own it at. If this 
stock would ever go below ten percent of what you originally own it at, I 
will automatically sell you out and the maximum loss is ten percent. But 
I’m telling you this much right now, when this stock is 13, 14 dollars a 
share you’re comfortable widi me, more important, you know that I know 
how to buy stocks, I think I might want you to step up and own a larger 
position so that when the stock does go to 25, we’re not just going to see 
maybe a 5, 10 thousand dollar gaiiL 20 to 35 thousand dollars in profit. Let 
me make a recommendation to you, if what you get involved in a very 
conservative maimer here of a thousand shares at these levels, vacation 
investment of a touch under 1 1 thousand dollars, now I’ll get you a standard 
confirmation fiom Bears Stans on your desk tomorrow, along with 
infomuition about my firm, Meyers, Pollock and Robbins and myself, 
Daniel Hernandez. 

Jenkins: How do you spell that? 

Hernandez: Meyers, Pollock and Robbins? 

Jenkins; No, Heman . . Daniel Hernandez? 

Hernandez: H-E-R-N-A-N-D-E*Z. 

Jenkins; And it’s Daniel, Dan? 

Hernandez; Daniel, I prefer. 

Jenkins; So D-A-N-I 

Hernandez: E-L. 
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Okay, so uh now. .your talking now urn.. . 

Can’t start you out at under 1 1 thousand doUan. 

Yeah but, you know, I mean. I’m not so sure if I’m really, you know, ready 
to make a decision because I don’t know who you are or anydiing like 
you know. Can you tell me a little bit about yourself? 

Okay, I’ll tell you a little bit about myself I used to work for a company 
called Hatriman Oroiq) Incorporated. H-G-I Incorporated. You familiar 
with the company? 

Yeah. 

Okay. This company when I was working there, um, I came in on die 
ground floor and I helped build that business. I brought in about 32 licensed 
brokers and about ^5 cold callers which I’m sure you probably get every 
single day. Am I right, cold calls? 

Yeah. 

WeU.. 

Well, no I don’t get 2S cold calls a day, I mean . . 

but what I’m saying is you’re getting this type of a presentation brou^t to 
you every day. 

Well, no not really. 

Okay, what I’m saying to you is this Matt. Um the reason why I left that 
company is that ... are you foniliar with the Company called Stratton 
Oakmont? 

Uh,no. 

Okay, this company went out of business for breaking out fraudulent initial 
public oflferings. When diey brou^t over principal from this old firm, I 
then had an opportunity to come here and open up this branch office on 3-6- 
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Jenldns: 

Henumdez: 

Jenldns; 

Henumdez: 

Jenldns: 

Hernandez: 

Jmikins: 

Henumdez: 

Jenkins: 

Henumdez: 

Jenkins: 

Henumdez: 

Jenkins: 

Hernandez: 

Jenkins; 

Henumdez: 


3 Seventh Avenue. Whidi it where my ofBce is located right now. 
Sohow.whatciQr? 

In Manhattan, New Yoric. 

Manhattan, New Yoik. So how long have you had that office? 

Thisoffice. I’ve only been here fix two months now. I recently came over 
RGX Incocponted. I stayed widi them till close down. I he4)^ diem with 
die hank, the hankniptcy proceedings. Once I fixmd out dut that was all 
done with and I could get my license over here, I nm and junked at the 
situadon. 

So how long have you been a hroket? 

I ‘ve been a broker fix seven yean. 

Seven yean? 

Yes. 

What, What, wait a minute, I couldn’t, I didn’t hear you. 

I’ve been a broker fix seven years. I’ve been in diis business for eight yean. 
Oh, okay. So did you go to college? 

Yea, I did. I went to Suni Farmingdale. What I’m telling you is this, my 
knowledge right now of what I can do fix you. 

Wait a minute, what did you major in? I warn to see bow bright you are. 
Alright,! mean, did you major in Finance or business or some . . . 

I majored in finance and computen. 

Didyougnduate? 

Did I graduate? Ofcouneldid. 
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Jenkins: 


Hernandez: 

Jenkins: 

Hernandez: 

Jenkins: 


Hernandez: 


Jenkins: 


Hernandez: 

Je nkins : 

Hernandez: 


Jenkins: 

Hernandez: 


Okay, so you have a bachelors degree. 

Yes, I do. 

Okay, so could you send me some information on this stock. 

On this stock? 

Yeah. I’d like, I mean, 1 don’t know who you are. Is there anything else 
you could tell me that would make me feel good about . . . 

Let me ask you, what do you do right now. What do you do for a living? 

Oh, I do some bookkeeping, I, I uh you know, just bookkeeping. 

Do you own the company of your bookkeeping? 

Well, yeah, uh-huh. 

Okay, now what I’m saying to you is this. I typically never open up 
accounts with clients that have never men at my stature. I have men that 
always do at least, at least a htmdted thousand in gross for themselves every 
single year because these type of individuals they can understand the 
recommendations I bring to them, more inqmrtantly, when they get 
involved in my stocks, especially when they are buying stock, 1 don’t like to 
make you know five, ten thousand dollars for people, cause that doesn’t 
change anybody’s lifestyle. When you get comfortable with me, what I 
recommend is I typically buy stocks between blocks. Are you familiar with 
a block of stock? 

No, not really. 

These are ten thousand increments. They are of. Now when you get a 
comfort level with me when I’m showing you consistent perfoimance, my 
clients have comfort ability dealing with me in this size. What I’m telling 
you is this right now, I want to send you information on Inso. I cotild fax it 
over to you right now, but what I’m telling you, the information you are 
going to see on it is nothing to jump for. tW’s why people are not buying 
that much. But over the last three to four trading sessions this stock is ove . 
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. . has exceeded its average daily volume. Has actually hit nine million 
shares traded last Thursday, was two million shares tins past MondiQr. It 'i. 
traded over a million shares typically on any given day with this ntws 
coming out 

Jenkins: So how oid are you? 

Hernander 27 years old. 

Jenkins; 27? 

Hernandez: Yes. 

Jenkins: Huh. 

Hernandez: How old are you? 

Jenkins; Um, 38. I really would like you to send me some information first Let me 
get the information about your company, uh, let’s just go with what we 
w^ going to do earlier when you said you were going to send me some 
stufifand call me back in a few months. That way I can read about you, 
read about your firm, get warm fuzzy feeiings about how good you guys are 
and let's go tvith that so dien you call me back like you were going to after I 
read the stuff you were going to send me. 

Hernandez: Okay, I understand. But this is stuff we’re going to send you is gonna be a 
business card of myself. You’re going to see a brochure on my firm, that 
information that I send you is just going to, just . . . take a broom in your 
file cabinet tight now. What I’m telling you is this; you’re a young guy, am 
I right? 

Jenkins: Yeah. 

Hernandez: You’ve seen success in the market. Now tight now this is when your most, 
you’re goima see this nu^et in the next six to eight months probably 
consistently do well. And if I call you back in a month or two months, 
you’re gontu waste about, you’re only gonna only have about five or six 
months to see this bull market tun. I think in the 9 to 12 month period you 
are going to see this market slow down, I think you might even see the 
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bean come out and we’re going to see this maihet slow down if not come to 
a down trend. What I say to you is this, I get involved with mostly 
NASDAQ and small cap issues for one major reason, I can control block 
trading and I can negotiate the stocks that I get my clients involved with. 
Now, when you buy a block of stock, you have institutional negotiating 
power. Do you know what that means? 

I, I guess it means you’re a big player? 

No, I don’t count myself. What I’m telling you is this, when you are buying 
blocks of stock you can get sometimes filled in between the bid and the 
offer. That’s what an institutitmal trade can do fin you as a private investor. 
What I’m saying to you is this, this stock is 10 and seven ei^fiis. I’m not 
going to waste your time, the information I send you is gonna be mediocre. 
I’ll send you enough to choke a horse. But you give me a small shot, show 
a little bit of confidence, one percent of it. The next two or three weeks I’ll 
earn the other 99 percent 

Well, what I want you to do thou^ is 1 want you to send me the stuff like 
you were originally going to do. 

I know what you want me to do. And I’m gonna do that for you. 

Great I appreciate you sending it to me. 

Brrt what I’m telling you is this, what I want you to do is this; I’m the 
broker here, I only work on two situations, pricing and timing. It’s the only 
tools that I come to the office with. Without these tools I’m nothing. So 
what I’m saying to you is this, you give me a shot here, I know you could 
step in on something, it’s a joke, it’s not even 1 1 dollar stock. How bom 
this. I’ll trudce a recoirunentlation that I know could be, you know, 
something that would be very simple for you and somefeing very easy for 
me to do to gain a comfort level of yourself You take a 500 share position 
of this stock, very mediocre, cash outlay, less than fifty six hundred dollars. 
You give me three weeks, you research myself and my company, once you 
feel comfortable with the decision you made today. I’d like to see you own 
at least a 3 to 5 thousand share position in this stock. Does that sound fair 
enough to you? 
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Jenkins: 


Hernandez: 


Jenkins: 

Hernandez: 


Jenkins: 

Hernandez: 


Jenkins: 

Hernandez: 

Jenkins: 

Hernandez: 


I still want you to send me the infonnation first 

Okay, it’s in the mail already. I’ll have my assistant mail that out the 
second we get offtfais phone Matt Let me ask you this, what infonnation 
do you want to see on me that's going to make you comfoitable to buy 
stock fiom me? 

WelL you already told me about your education, you’ve been, you know, 
how long you were a broker. And I’m very impressed that you own a third 
of the company. 

WelL fiiat doesn’t impress me. Why would that impress. . . if you were so 
impressed you would say, you know what Dan, let’s take five fitousand now 
and let’s go to work. 

You always like working with the owner, you know what I mean? 

Understandably, because I’m not one of these board room brokers that gets 
second hand news. I’m the one that’s giving them that news. And what 
I’m telling you right now, is when I’m showing you that I’m buying stocks, 
I buy stocks for strictly institutional traders. I deal with men on the street 
that don’t take orders for less than 50 to a hundred thousand dollars. Do 
you understand what I’m saying? 

So why are you dealing with me? 

Why am I dealing with you Matt, you told me you deal with Piper Jaffiay, 
am I right? 

Yeah, but I don’t have 50 to a hundred thousand at a pop. 

You told me you put 10 to IS into an idea, ri^t? 

Yeah, but that’s not. . . 

If I was showin’ you three to four times that 1 was making you 7 to 8 
thousand off these 10, 1 5 thousand dollar transactions, I think at one point 
in time you’re gonna give me a shot to show you that a 50 thousand dollar 
order is going to be in your best interesL am I right? 
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1 Jenkins; If you do well, yeah. 

2 

3 Hernandez: That’s my whole point here. But if we don’t have a track record to speak of 

4 and we keep running around the block chasing each other aroun4 what the 

5 hell’s going to change between now and then? 

6 

7 Jenkins: Not much. But I still want you to send me the information first. 

8 


9 Hernandez: We’re gonna get the information out to you. First? I don’t know about 

10 tight now. I have you on the phone Matt. 1 know you know how to make 

1 1 decisions. You’re a bookkeeper, correct? 

12 

13 .Jenkins: Well, yeah, but I just do, you know, bookkeeping. 

14 

1 5 Hernandez: Okay, let me say this to you, if you took a six thousand dollar investment 

16 and I showed you a 4 thousand dollar profits in about a 45 day time frame, 

17 would you send me 15 to 20 on my next idea, if you loved it? 

18 

19 Jenkins: Yeah. 

20 

21 Hernandez: Okay, now if I call you back in a month, Inso’s gonna be 17, 18 dollars a 

22 share and you’re not gonna own it It’s kinda like if you and I go to the 

23 horse track today, I give you a bet on a horse, if it hits, you’re most likely 

24 gonna ask me for my next horse, am 1 right? 

25 

26 Jenkins: Well, what’s the biggest risk with Inso? 

27 

28 Hernandez: What’s the biggest risk - it’s got a 1 0 percent. 

29 

30 Jenkins: Okay, on the downside you were talking about. 

31 

32 Hernandez: That’s it. 

33 

34 Jenkins: Okay. 

35 

36 Hernandez: Six hundred dollars of your. . . 

37 

38 Jenkins: Again, again, I want you to send the information first ‘cause I don’t know 

39 you. I still want you to send it to me if you will please send it to me first. 
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1 And then I really would like to hear back from you. 

2 

3 Hernandez: I understand that 

4 

5 Jenkins: I, I, you know, it sounds like you’ve got great ideas all the time, 1 know I’m 

6 gonna miss this one, but will you please call me back with the next great 

7 one? 

8 

9 Hernandez: Now, can I tell you. I’ve been in business for eight years, um, I can 

10 appreciate your sarcasm, but let me say this to you, you haven’t done 

11 business with me. You don’t you don’t know anything of what I can do for 

12 you. All you think you can do is assume. Only way you’re going to know 

13 what I know is if you get involved with me today. What I’m telling you is 

14 this, I want you to take a small piece. Matt. I want to see you own this 

15 stock because when it goes to 17, 18 in a one month time fiame, when I do 

16 call you back, if you don’t own it it doesn’t mean shit to you. Am I ri^t or 

17 am I wrong? Excuse my fiench. 

18 

19 Jenkins: Yeah, you’re right 

20 

21 Hernandez 

22 

23 

24 

25 

26 
27 


28 

29 

Jenkins: 

How many branches do you have? 

30 

31 

Hernandez: 

54. 

32 

33 

Jenkins: 

54 branches. 

34 

35 

Hernandez: 

Yes. 

36 

37 

Jenkins: 

Huh. Okay, I still want you to send me the information first. 

38 

39 

Hernandez: 

Matt, I’m gonna get you that information. While I’m telling you I get you 


: Okay, so my point being, is I want you to own somethmg here so when it 
does go to 17, 1 have credibility, and you and I, we have a track record to 
speak of. Now Matt, we’ve been on the phone for IS minutes squabbling 
back and forth. I’m gonna get you all this information. Bears Stems has 
been in business since 1923. All of our hmds are cleared through them. 

My company, Meyers, Pollock and Robbins, with 54 branch offices around 
the United States, we’ve been doing business since 1963. 
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executed and you see Oie traders that I deal with. I’m not gotma be the guy 
that gets you in on market orders. I’ll be getting you stocks that are 
probably getting in fold between, in between. Am I going to do that eveiy 
time for you? I doubt h. But I know when you work with me on my timing 
and pricing. I’m gonna work as hard as I can to do that for you. Now Matt, 
this information that I send to you, I can appreciate that, we don’t have a 
track record, more importantly, you’re not to comfortable yet But 
honestly, if I was your broker, somewhere over the last few years, I showed 
you consistent winners, not IS, 10, 15 percent like a muhial fond but 40, 50 
to 60 percent on your money, I know you’d be a buyer today. Right? 

lenkins: Yeah, but again, I still want you to send the stuff fost 

Hernandez: Can I tell you what happened? I remember, it was two years ago, about a 
company that IBM was looking at, are you famil iar with Lotus? 

Jenkins: The spreadsheet people? 

Hernandez: Pardon me, yes. 

Jenkins; Okay, yeah. 

Hernandez: Okay, Lotus was, on a Friday was trading at 3 1 and three quarters. I was 
prospecting for clients because 1 heard something fix>m one of my 
downtown traders, Mike Richter, and I, he told me that Lotus, tbm looked 
to be a tender offer coming through from some big blue chip. We didn’t 
know what it was, but he’s been doing very good by me and I called up all 
my prospective clients and told them to get involved. The clients that knew 
I was a real guy, they got involved. The men like you who wanted 
information to see what it was about first, when Monday came around and 
they saw the first tick on the Dow Jones tape that Lotus was taken over by 
IBM at 64 dollars a share, I would never do business with them because 
they didn’t take me on my timing and pricing, but the guy that took a small 
piece and they showed me that they had confidence in what 1 could do for 
them, they right now are my biggest clients today. Now I’m telling you this 
right now. I’m eiqrecting Inso to pop in the next two to three days. I want 
you to take something here, hon^y Matt, what was the smallest account 
that you have ever opened on a first trade? 
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12 

Hernandez: 

13 


14 

Jenkins: 

15 


16 

Hernandez: 

17 


18 


19 

Jenkins: 

20 


21 

Hernandez: 

22 


23 

Jenkins; 

24 


25 


26 

Hernandez: 

27 


28 

Jenkins; 

29 


30 

Hernandez: 

31 


32 


33 


34 


35 

Jenkins; 

36 


37 

Hernandez: 

38 


39 

Jenkins: 


Well, I’m not going to do anything because 1 still want you ah, to send me 
the infonnation first 

You’re gonna have three to five days to review all the information about 
myself, my clearing agent what we’ve done for our regular clients, and 
your going to get that in a federal etqiress package before 12 o’clock 
tomorrow. Now, you’re gonna have three days to read this, you could do 
research in the computer in one day if you really had to, right or wrong? 

I don’t know. 

You don’t know? 

I mean I’m not that savvy. I’m not that bright 

Savvy, bright you have a computer, you go on line, you start asking 
questions. I’m on it every single night. 

Well, 

I’m talking to my Australian clients. 

Why don’t you send me the information and then why don’t you call me 
back uh, tomorrow, or afternoon after I have it 

Tomorrow afternoon after you have it? 

Yeah. 

Okay, can I tell you this right now. I’m not here to chase you around in your 
bookkeeping, I know you have better things to do than talk to stock brokers 
all day long. See what I do is this, when I get people like you on the phone, 
I know you don’t have a comfort level. You’re in Utah, right? 

Right. 

I’m in Manhattan, New York. 


Uh-huh. 
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Hernandez: There’s about a two hour difference between you and I and more 
inqxxtantly much more miles, am I right? 

Jenkins: Right 

Hernandez: Now what I’m saying to you is this, the guy you deal with at Piper Jaffiay, 
is he local or is he here in New York? 

Jenkins: Local. 

Hernandez: He’s local. Now, he probably does his own research, but where do you 

think he gets his information fiom. 

Jenkins: I drm’t know. 

Hernandez: You don’t know do you. I can almost guarantee you, all the information he 
gets comes fiom some source here in Manhattan. This is the fmanciai, this 
is where the market is. I probably hear more ideas in the morning going 
down to have coffee than he hears in an entire week. By the time we go 
home here on Wall Street, absolutely not, but I think I’m showing you 30 to 
40 to 50 percent on your money, you’re going to know I’m the right guy 
that you’re dealing wifii. What I going to make it to you is this Matt, I want 
to see you own the stock. I don’t realty give a shit how much you own. 

You take 300 shares now, on my timing and pricing, change outlaid about 
thirty-tbree hundred dollars. It’s gonna be there in about four days, when 
you see the information on your desk tomorrow at 12 o’clock, then I want 
you to pick up the other 700 shares. Matt, how do you typically title your 
accounts? Do you set this one up as individual, joint with your wife, or do 
you do them corporately? 

Jenkins: What I do is I wait till I get the inforrrution fiom you then I want you to call 

me back and then let’s discuss it 

Hernandez: Let me ask you one question, are you familiar with one of the New York 
firms called EJ’. Hutton? 

Jenkins: Eh, uh, that sounds familiar. 

Hernandez: Okay, E. F. Hutton, do you know what they are very well known for? 
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Jenkins: Uh, yeah, no, uh no. 

Hernandez: Okay, they had some of the top analysts on Wall Street and whenever they 
spoke to prospective clients, they got them 20 pages of research on 
themselves, on the company they were looking at, and a business plan for 
the next six to twelve months. Do you know what that company is doing 
today? 

Jenkins: I don’t know. 

Hernandez: They are looking at guys like me making money for my clients because 

they are out of business. Their overhead was too strong. What I’m telling 
you is this, I’m going to send you information. I’m not going to send you 
enough information on Inso to choke a horse, but what I’m telling you is 
this. I’ll get you that information. I’ll make sure it’s thorough if you have 
an account with me. I don’t waste my time. I’ve already spent 25 minutes 
with you. That time is money out of my pocket. Let’s make it worthwhile. 
I’m not here to make a commission off you first time around. I will charge 
you a hundred dollars in and out of this stock. Write that down. When you 
see I’m exactly right and this stock’s trading higher, I’ll only charge you 
fifty dollars to buy more. Is that fair enough? 

Jenkins: Again, unless you’re willing to send me the information and I get a chance 

to review it because you are so far away. I’m not going do anything. 

Hernandez: Matt, you know what, I like guys like you because men like you really 
never dealt with a New York broker, so you really have no idea what 
opportunity you are leaving behind right now. But you come into business 
for one reason and one reason only; and that was to make money, am I 
right? 

Jenkins: Right. 

Hernandez: Kay, that’s why I’m at work right now and that’s why I’m speaking to my 
clients. Now me charging you a hundred dollar commission, how much 
money do you think I make off of that? 

Jenkins: I don’t know, you own part of the firm. 
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What I’m telling you is bis, I pay my seoetaiy the hundred doUns just to 
get this account open, send the FedEx out to you, I don’t need you to make 
money. Two to three yean down the line when you do have money 

with you, yeah, that’s when I’ll make my commissions off you. I have 
clients that have been with me for five or six yean now. My commissions 
are made off of bem. I don’t need little guys like you to make money off 
of I build guys like you up to be hundred, two hundred bousand, quarter 
million dollar accounts in six to seven months. I know m two to thiw yean 
when you have a seven figure portfolio over here, all be problem you are 
going to have wib me, Dan Hernandez, today, is that you didn’t know me 
three yean ago and you didn’t stq> in and biqr five thousand shares. Now 
Matt, stop jerking your chain and my chain and let’s get this account open 
and get the ball rolling. 

Let’s send be information to me and let me review it and let’s make a 
phone call. 

Do you have a £ix ttuubine? 

No, I don’t 

You don’t have a bx machine? . 

No. It’s in my computer at home and I’m not there. I really run a small 
business. Ijust do a little bookkeeping. 

How much do you make a year? Ball park . . 

Oh, 40 bousand. 

You make 40 bousand dollars a year? 

If it wasn’t for my mother and bifaer dying and leaving me money, I 
wouldn’t have anything to invest 

Oh, uttt my condolences to bat How much did bey leave you? 

All be money that I have invested. 
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1 Hernandez: What’s diat,ai)out a Inmdred? 

2 

3 Jenkins: Yes. 

4 

5 Heraando:: Okay. And did you inherit the account with Piper JafEray with that? 

6 

7 Jenkins: Yes. 

« 

9 Hranandez: Okay.ithatsrethey doing for you? Are they pretty much holding you in 

10 trustee andju^waudung you for long term or have they gotmn you some 

1 1 speculative stocks before? 

12 

U Jenkins: They are mutual funds. 

14 

15 Hemander 

16 
17 
U 

19 

20 
21 
22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

32 

33 Jenkins: So you’re going to send me the information? 

34 

35 Hernandez: I warn to send the information, but what I want to do is this. Iwanttoget 

36 you a confirmation of you owning Inso. Anything under 1 1 dollars a share 

37 is a steal. 

3$ 

39 Jenkins: You’re gonna send me the information, then you’re gonna cal! me back 


Okay, can 1 tell you one thing ri^ now? I want you to do one thing for 
you, I want you to set up a competitive account. I want you to start up a 
very conservative account here on a very conservative basis so I can show 
you aggressive returns. I know when I’m doing fiiis for you, even if your 
still not comfortable with die first co<q>te of trades, whtm I’m showing ymi 
that I’m exactly tight every time, you’re going to working sides with me. 
And 1 think in four to five months that Piper Jaffiay account will be non- 
existent and you’re going to have a broker here in New Y(«k dint’s 
maintaining your account and all your fiiends’ accounts. But we can’t do 
that, unless we have nothing to wmk widi here. Let me say this to you 
Matt, if you had a, if you had a 3 thousand dollars, that diowed you 2 
thousand dollars in profit in the next 45 days, I have a feeling you’re going 
to send me 10 to IS on my next one. And the information I send to you, 
believe me it’s, when you see it all in black and white in the Federal 
Erqdess package and you’re looking at it all spread out on your desk and 
you see every single piece of information 1 told you was fimt; then you’re 
going to be comfortable. 
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right? 

I want you to get involved with this stock today so when I can tell you that 
my timing and pricing is everything and not just buil-shit . . 

I, Okay, I uh. I’ll give you a hint, if I have to buy it tomorrxm at 12 bucks a 
share, I won’t blame you. 

Well, Matt, I don’t care if you blame me. My Job is very, very single. I 
am to buy you stocks when the timing is right, not on your timing md 
pricing because if you want to buy stocks on your timing and pricing you’re 
going to make 10, 12 percent like every other investor out there. Every 
investor in America looks for guys like me that can buy stocks two to three 
weeks before Wall Street has the attention on it and before the stock is up 
13, 14percent. Now youadd'13,14 percent on top ofthe 30, 40 percentthat 
we’re already making on h, dial’s how real Wall Street brokers work. I’m 
not gonna buy stocks when you’re ready. I buy stocks when I’m ready. 

But, Dan, I really, . . . 

Give me a commission. 

Dan, I think you need to send me the information. I want to review it, I 
want 

In the mail. 

And I want to hear back from you but I’m not going to do anything until 
then. He hung up. 

(OffLine) Okay, the gentleman just hung up on me. Right now I’m in the 
presence of urn, at my office Securities Division of Utah, uh, it is 1 1:19, 
July the 10*, 1997. Present for the phone call is myself, Roxanne, Pam, 
Ellen for part of it, Tony Taggart for a good chunk, and Mike Mayfield for 
a part of it also. 
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NASAA 

. 


June 2, 1997 


NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCUTION, INC 

Ow ManckoMm N. W, S«Ui 31* 

2U/7J74M* 
TMecipten 2t2m)-3S71 

icMraieawM^rg 


Ms. Belinda Blaine 

Senior Special Counsel 

Division of Market Regulation 

US Securities and Exchange Commission 

450 5th Street, NW 

Washington, DC 20549 

Re: Submission to SEC for Mandated Study under the NaUoiud Securities 
Markets Improvenieni Act on the Uniformity of Slate Licensing 
Requiiements of Associated Persons of Registered Brokers and Dealers. 
('Uniformity Study") 

Dear Ms. Blaine:' 

The North American Securities Administrators Association, Inc. ("NASAA")' 
appreciates the opportunity to make a submission to the US Securities arul Exchange 
Commission ("SBC" or "Commission") for consideration by the Commission in meeting 
its reporting ^ligation tmder the Natioiul Securities Markets Improvement Act 
("NSMIA") regarding state licensing requirements of associated persons of registered 
brokers and dealers.' 

All states are fair, efficient and uniform in licensing agents. While maintaining 
uniformity, state licensing procedures are also designed to meet regional ireeds of given 
jurisdictions. History has shown that die states' role in agent registration review has 
provided a viaUe vdricle to identify and screen out those iniiividirals who p r esent a 
serious risk to die public but would otherwise become automatically licensed. The 
states' “EARLY DtTbCllON“ program is based on a fundamental principle that it is 
more efficient both from a cost arul enforcement per sp ective, to prevent unscruptrlous 
persons from entering the mdustry rather dian attempting to remove them once harm is 
done. 


' In die US, NASAA ta the national voice of tiw 50 state securities agendes responsible for investor 

protection arrd the efficient functioning of the capital markets at the gras s roots level 

' State statutes generally refer to aaio ri a te ri persons as ettirer agents or r e g i ster ed representatives. 
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NASAA believes that systematic fraud widiin finns is facilitated associated 

persons; duit actions against 6iins are only part of die investor protection equation. The 
other part is to deny licenses to those individuals contributing to the wrongdoing 
within their respective firms. Without such oversight individuals with significant 
disdpUnary history and diose with recent regulatory problems^ would be continually 
re-licensed and able to do additional harm to the investing public. 

In evaluating state licensing requirements two key components may be 
considered: state processing requirements and state sulistantive requirements. Both of 
these components will be discussed below. 


L AGENT LICENSING - STATUTORY AND REGULATORY AUTHORITY 

State securities statutes mirror either the Uniform Securities Act of 1956 (die 
"1956 AcV') or die Revised Uniform Securities Act of 1985 (die "1985 Act")^ with the 
statutes of Arizona, Florida, Illinois, New York, Ohio and Texas unique in certain 
aspects with respect to both die 1^ Act and the 1985 Act, althou^ their statutory 
provisions for licensing sales agents closely track both acts and all states use the Central 
Registration Depository ("CRD") for the processing of the licensing applications. The 
authority of a state to require occupation^ licenses, including die licensing of persons 
who offer services to its citizens, is a fundamental state function tied to the police 
powersofastate.^ AU states, however, even those with unit^ provisions in their 
statutes, are uniform in the manner in which they license afents: all licenses are 
processed usinf the CRD:* all states require the same form. Form 11-4. as the only 
application for licensure: all licenses expire on December 31 of each year andfi all states 
process applications efficiently. A more detailed discussion of these and other uniform 
state licensing processes and requirements is set fordi widiin. 

State licensing authority over securities agents is exercised in several difierent 
instances. State licensing authority is invoked when a state receives new applications of 
persons initially entering the industry, applications of agents already in the industry 
who seek renewal of their license, or applications evidencing an agent' s choice to re- 


’ §!£ Exhibit A Memorandum Regarding Constitutionalitjr of State Licensing Authority. 

* A de mitumis number of intrastate agents tiiat are not NASD members do not have their licenses 

processed throu^ the CRD. 

’ All states have one year licenses witti the excepticm of New Jersey (N.J. Stat. Ann., as amended, 

§13:47A-5.1) which has a 2 year license and Mkh^an (MlOi. COMP. Laws, as amended, §451.601(e) 
(1979)) wdiere a license is effective "until it is withdrawn, tenniiMted, revoked, or canceled.” 
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affiliate with a new brokeKlealer firm (this process is generally refe rred to as a 
"transfer*).* 

As will be explained more fully within:^ 

• Renewal applications for agents, which represent approximately 66% of all 
applications, are atwroved immediatelu by all states upon die proper filing 
widi the CRD by die broker>dealer of a single application and an dectronic 
fee payment 

• Applications for agents re-affiliating widi another broker-dealer and 
containing no disciplinary history or reportable events, which represent 
approximately 4% of all applications, are also amroved immediaUht by all 
states when the applications are processed by the CRD. 

• Approximately 16% of all applkations received by the states each year are 
approved irmtudiatehi because they contain no disciplinary history or 
reportable items. 

• State review is necessary for less than approximately 20% of the total number 
of applications received by the states each year. 

A frequendy quoted statistic reveals that approximately 90% of all licensed 
agents have no reportable events,** therefore, state review and licensure is quite rapid 
and predominantly occurs within 24-48 hours.* Based on the universe of securities 
agent applications tiled each year, states efficiendy process agent applications and 
etiectively apply substantive criteria. If an agent application contains disciplinary 
history or reportable events, state securities agencies provide the value-added service 
necessary to protect the investing public. (See § III. B., The Substantive Review Criteria 
Applied by States to Applications, infra.) A state has the greatest and most direct 
interest in protecting its citizens. 


* The NASD Rules require diet an agent’s Ucense be maintained by a broker-dealer registered with 
die NASD. An NASD firm is not permitted to maintain an agent's license once the agent's employment is 
terminated. When an agent kavcs employmesa wtth erne firm and assodales widi another, an up^ted 
application disclosing die association widi die new firm is required. State statutes parallel diis NASC 
requirement geg Registration of Representadves, NASD Manual Schedule C to the By-Laws, Part m, 
(COl) pan. 1785 (1994); Unif. SEC ACT §201(b) 0956). 

^ Ss Exhibit B, Total Agent AppUcatkms Hied with die States in One Year. 

■ 'Out of a universe of approximately 4^X100 registered individuab, 50,000 individuals were 
inidalfy selected be c aus e diey lUd reportable incidents noted on dieir Form U-4.' SEC, Report on die 
loint Regulatorv Sales Practioe Sweep, at p. 3 (1996). 

* gS£ Exhibit C, New Applications Filed widi the States in One Year. 
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n. A GENT UCENSPJG - HLBCTRONIC PROCESSING AND SUBSTANTIVE 

CRTTERIA 

A. Development of the CRD «nd U«gr ExptrtjMon. 

On June 20, 1980, NASAA and the NASDAQ, Inc. ('NASDAQ') entered into an 
agreement 6>r the devdopment of the CRD system. The premise behind the 
deveiopment of the CRD was ttie commitment by NASAA and the National Association 
of Securities Dealers, Inc. ('NASiy) to create a central electronic database *at would 
process a single uniform application for the registration, transfd, renewal or 
termination of a securities agent A one-stop dectrottic database benefits state securities 
regulators and fire investirtg puUk by establishing a comprehensive archive of 
registered agents flat can be used by sates as a proactive regulatory tool. In additioa 
Are CRD system provides regulatory efficiency as well as great cost savings to the 
industry. 

PHor to flie implemenation of the CRD in 1981, multiple and redundant paper 
applicatioia were required by the sates to becorra licetaed as a securities agent in 
multiple jurisdictions. Advancemena in technology, the NASlTs commitment to 
expand ia membership services and flie sates' desire for a more efficient liceiaing 
mecharrism led to flw devdopment of a centralized regbaation system, the CRD. At 
that same time, sates were provided an opportunity to reevaluaa the need for the 
inforrration they requested, the fbnrat of the irflormation they requested, and the 
timeliness of flieir access to such information. As a result, a securities arent mtsentlv 
can submit a single amt icatioH to the CRD system that will he eiectrontealhi 
forwarded Uncttu to thos e ttates when the attnt la seeking Ucatsun mithnut nnu 
further initial vanenoor k beinr required to be tent to the states.i o In addition, prior to 
the CRD, separaa fee pa)rmena had to be nade to each saa by an applicant. NoWi_a 
sinrte eteetronie naument ran h, f ga central location which ia allocated tn the 
states as required. 

When first implemented. Are CRD provided for fifteen initial performance 
functiorvs” to generally allow for the liceri^g, renewal, termiration and trarafer of 


" SsS^’diiUlD, Manarandum from Nitionat Regulatory Services, Inc. to NASAA RevardinK the 
Use of a Single Form by Stales for Brafcer-Dealer Agent Lkeialng. 

“ The first flfleenperfonnanoe functions foiptemenled on the CRD Inchided: Forinitial 

recordation and dlsaanfaiation of ixiformation contained m the uniform 
registration form and foes owed to die states, die performance of a ministerial review of each application 

for accuracy and cmnpleteness, the validation of certain disdoeures on the application agaii»t ardiived 
disclosures and the diseeminatian of the findings of this edit to the states and the validation that 
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securities agents the use of unifcom forms and a centralized process. Those 

forms continue to exist today and are accepted documentation die states, the SEC 
and the self^regulatory organizations (die ^SROs'^, aldiou^ modified over time to 
accommodate revised regulatory and industry needs. The fcmns include die Form U-4 
(Uniform Application for Securities Industry Registration or Transfer), the Form U-5 
(Uniform Termination Notice for Securities Industry Registration) and the Form U-6 
' (Uniform Disciplinary Action Reporting) to be used only by regulators and SROs.^ 

Over die next few years, the initial 15 performance functions were supplemented 
to expand the functionality of the CRD to accommodate a more efficient transfer 
process for agents without disclosure items fi.e.. the Temporary Agent Transfer 
Program) and the registration, renewal, termination and reorganization of brokers and 
dealers. However, subsequent enhanconents to die CRD did not keep pace widi the 
demands placed on the system, including its use as a regulatory tool ^ federal and 
state regulators and die ^Os. Althou^ die CRD has provided a proficient licensing 
mechanism for the past 16 years, states have experienced a significant reduction in the 
responsiveness of the system in part due to the increasing amount of data maintained 
by the system. (See § V., The Growing Demands Placed On the CRD System and Its 
Diminishing Returns, infra.l 

States viewed the implementation of die CRD as providing a critically important 
opportunity, in addition to establishing a streamlined registration process, to develop a 
centralized database for ongoing regulatory purposes. One example of the regulatory 
advantages provided by the CRD system is that by having all licensing and disciplin^ 
information regarding any agent readily and centrally accessible, states are able to more 
efficiently and efiectively perform their regulatory function. This system has allowed 
the states to act as a local "network of regulators" screening out problem agents. This 
increased efficiency, including the use of a uniform form, a centralized point to r^nit 
information and the speed of processing, are passed on as tremendous cost savir^ to 
the broker-dealer firms. 


qualifying examinations have been met, accommodate bodi system and stale approval or rqection of 
applications as permitted by tfie states; For amendments to applications, the amendment or 
supplementaticm to existing applkatktns, the receipt recordaticm and disseminaticm of informaticm 
contained in a uniform termination form, a transfo registration, and a renewal application, prompt 
notification of the captured data, audit trail capabiHfy and the production of various reports based on die 
data, securify against unauttiorized access to ^ system, and access to the original hard coj^ of data in 
dw system. CRD Contract between NASDAQ and NASAA $1-03 (incorporating NASAA Resolution of 
15 performance functions), June 10, 1060. 

>2 Exhibit E, Form U-4 (Uniform AppUcation for Securities Industry Registration or Transfer); 

Form U>5 (Uniform Termination Notice for Securities Industry Registration); and Form U*6 (Uniform 
Disciplinary Action Report in g). 
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The puUic inteiest mandates that states have the authority and opportunity to 
apply suhsbmtive review criteria tote licenting applications of securities agents. Due 
to the uniqtieness (rf each and every i^tplication, states must remain flexible in teir 
review, investigation aitd decision maldng process. Fdr example, one application may 
disclose a state cease and desist (»der, an NASD fine and two settlemenls. Aixiter 
may disclose five customer conqtlaints in a eighteen-monfli period. Yetanothermay 
disclose a sin^e arbitratkm. H<>wever,tedicumstances surrounding the arbitration 
may be so egregious tet it is mote troubling fium an ageiU wifii multiple con^laints. 

In Edition to reportable events, states also take other factors into conddeiation during 
flwir licensing process sudi as prior eIr^>loyment history with firms subject to 
regulatory acti^ excessive movement annong firms of an agent with past disdpltery 
history a^ other states' licensing requirements fe.g.. special supervision requirements). 

Agents do not generally apply for licensure wifii all states simultaneously. 
Therefore, some slates may receive an application from an agent who is just entering 
the industry and other states nuiy not grt an application from the same agent until 
several years later. Those states are afforded a better opportunity to evaluate te 
applicant's performance in te industry and take into consideration actions that have 
bera taken by states having previously licensed te agent 

Each application requira a state to make a determination as to whefiier to 
approve te application, dmy it require special supervision or some other type of 
co^tional license,t> or recommend te withdrawal of te application. As a result of 
the limited scope or inadequacies of te information contained on the CRD, often a state 
needs further information on te r e p o r t a ble events or disciplinary history in order to 
make an informed licensing deciaion.u 

Other factors may also need to be considered when evaluating reportable events 
or disciplinary disclosures. For example, a state may need to evaluate te disclosures in 
relaUonifiup to the number of years or time te agent has spent in te industry, whether 
te disclosures seem to be tied to te sales of a particular product whether a pattern of 
individually minor infractions, considered collectively, demonstrate a trend of abuse 
due to their type or te time period in which they occurred, or whether disclosure of 
customer complaints appear to be related to a decline in the maricet Any attend to 
develop and apply a si^e standard of review to cover all of te variables and 
sceiurios that are raised in te licensing process would result in either te application of 


u gsE Exhibit F, Example of a Conditional Rcgtnntion Utilized by the Slate of Midilgan. 

u Sss Exhibit G, Example of Additional Inibrmation Requested by Stales Due to ftimmaiy 

Infonnation of CRD Printout 
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overbroad and onerous standards of review or extremely narrow and iiuulequate 
standards. 

It is also important to note duit no odter regulatory body pe rform s the sante or 
comparable value^ded servi^ to investors aiul the marketplace provided by toe 
states in toe Ikenang area. State refulatora screen out armt avvlications that hoot 
unacceptable previous violations and either deity or request withdrawal of the 

awlieation or require sneeial conditions be met for thm to he TheSEC 

does not license agents, and toe CRD system p e rfor ms only preliminary checks upon 
which toe NASD Regulation, Inc. (^NASDR'') relies for its approval. In addition, toe 
NASDR can only deny an application based on statutory di^ualifiers, which are 
limited in scope.'’ The NASDR caimot, for example, deny an application based on toe 
thousands of state administrative actions taken annually, or toe toousands of arbitration 
actions. 

The exercise of state licensing authority over agent applications is also subject to 
statutorily-required due process. Although a state may decide to deny an applicaticm 
based on disciplinary history or disdosable events, the applicant is afforded notice and 
an opportunity for a hearing. To deny the license, the hearing officer has to make a 
finding in the public interest and that the applicant has engaged in dishonest or 
unethical practices or other statutory violations. This finding is toen appealable to state 
court. However, dpon making an initial determination to deny an application states 
will typically provide toe agent an opportunity to withdraw. As an alternative to 
withdrawing an application, some applicants may be given the opportunity to enter 
into a conditional registration agreement which subjects the agent to increased scrutiny. 

The following is a summary of some specific state licensing cases demonstrating 
the types of licensing decisions state securities regulators are faced with everyday and 
toe types of actions they take on applications. (Other examples are found in Exhibit H.) 
The actions represent instances in which state securities divisions have denied initial 
registration based on disciplinary history reportable events, granted conditional 
registration (e.g., required heightened supervdsioiv routine disclosure of customer 
complaints to division), or requested that the applicant withdraw the application. The 
asents listed helQW were approved bu either the NASD or NASDR (devendinp uvon the 
date) at the time the state initiated action. 


Alabama 

* Vernon L. Schisler. Alabama issued a notice of intent to deny Schisler's 
pending broker-dealer agent application based on numerous customer 


5g£l5US.CS78c(«)(39). 
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complaints alleging unauttiorized trading. Schisler widuirew his 
application. 

Arizona 

• Tohn D. lacobs. Jacobs, working from a Chicago, Illinois branch office of 
Oppenheimer, was fotmd to have churned the account of a 63 year-old 
widow. Jacobs was forced to withdraw his agent licoise in Arizona and 
may not reapply for a period of at least toree years. 

Arkansas 

• Klmer Anthony Brown. Brown was found to have engaged in 
unregistered transactions and ei^ging in dishonest and unethical 
business practices. Arkansas denied the application for licensure. 

Colorado 

• noiiglaa A. Glaser. Colorado denied Glaser's application for licensiire as a 
broker-dealer agent because Glaser ^iled to di^Iose on his Form U-4 file 
pviatgnce of a pending criminal action against him (People v. Douglas A. 
Glaser. No. 96 F 978 (Arapahoe Cty. Dist. Ct.)). 

Connecticut 

• George Clark Brvant. While at Merrill Lynch, Bryant's previous firm, he 
caused the broker-dealer to issue checks drawn on client accounts without 
client authorization, and "borrowed" $291300 fiom a client without 
authorization. Connecticut denied Bryant's application tor licensure as a 
broker-dealer agent 

Delaware 

• Marc Nemeth. Nemeth's CRD report revealed the existence of 11 
disciplinary oocunences, all of which were criminal charges, including 
two felonies. Delaware denied the application of fills aj^nt 

Florida 

• A pplicant A. A, an agent of a NYSE member firm, was charged by the US 
Marshall for theft when applicant purchased 20 stolen airiine tick^ and 
subsequenfiy resold 12 of fiiem. Florida requested and received 
wifiidrawal of A's appUcatioa 
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Georgia 

• Norman GatL Gati, a FaineWebber agent amassed the following record: 
a $27,000 setdement of an unauthorized trading complaint; a pending 
complaint alleging misrepresentations/ unsuitable trades, and 
unauthorized tratUngfircm May 199Q; and a NYSE complaint alleging 
churning and tinsuitable transactions. Georgia denied Gati's application 
due to disciplinary history and reportable events. 

Hawaii 

• Vaughn Lee Woods. Woods sought registration in Hawaii. Woods was 
fined $5,000 and censured by the NASDR for violations of the NASD 
Rules of Fair Practice . At Hawaii's request the firm voluntarily withdrew 
Woods' application for licensure in Hawaii. 

Illinois 

• Min Gyn Kim. Application for broker-dealer agent license denied. Denial 

was based on a Hearing Panel Decision to censure and bar Kim for 

two months from employment or association with a member organization. 
The NYSE decision was based upon evidence of unsuitable trades, 
churning, failure to follow customer instructions, and tinauthorized 
trades. 

Indiana 

• Tames B. Chase. The CRD report for Chase revealed numerous customer 
complaints and arbitration proceedings against Chase regarding matters 
related to die securities business. In response to Chase's two separate 
applications for licensure, Indiana twke sent Notices of Intent to Deny 
Registration to Chase. 

Iowa 


• Teffrev Turrist. Jurrist was the subject of a Delaware administrative action 
The decision issued, after hearing, included findings that Jurrist made a 
willful misrepresentation of material facts in tiie sale of warrants to a 
Delaware investor. The Delaware Commissioner revoked Jurrist's license. 
When JuLtrist applied to be licensed in the state of Iowa, the Bureau 
requested Jurrist witiidraw his application based on ti\e Delaware 
revocation Jurrist withdrew his application 
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Kansas 

• Manuel Martin Bello. Bello applied for licensure with Kansas. At die time 
Bello was approved by die N^D/ he had 10 customer complaints alleging 
unauthoriz^ trading. Bello withdrew his application in Kansas upon 
receiving notice that staff would recommend denial. Bello amassed five 
additional complaints alleging unauthorized trading, unsuitable 
recommendations, and misrepresentations since die time of the denial. 

Kentucky 

• Geor^ Michael Greco. Greco's CRD report indicated that he was subject 
to a conditional registration by Indiana, and had several customer 
complaints alleging misappropriation of customer funds and 
misrepresentations, and was under internal review by his former firm due 
to outside business activities. Kentucky granted Greco conditional 
registration. 


Maine 


• lames P. Sheehan. Maine scrutinized Sl^han's disciplinary history and 
reportable events as part of the application process, which revealed 
reported incidents involving customer complaints alleging unauthorized 
trading, unsuitable investments and material misrepresentations. Maine 
requested and received withdrawal of Sheehan's application. 

Maryland 

• Michael Pu^iese. Pugliese submitted an application to Maryland as an 
agent of First Union Equities. Pugliese's application disclosed the 
existence of five customer complaints in a two-month period, one of 
which alleged unauthorized trading. Maryland offered to grant licensure 
to Pugliese, conditioned upon the fact that Pugliese receive special 
supervision regarding his dealings widi Maryland clients. 

Massachusetts 

• Richard Scott Ginsbury. Ginsburg's CRD record revealed 11 customer 
complaints alleging unauthorized trading, unsuitable trades, material 
misrepresentations, and the existence of an administrative complaint tiled 
by Florida in 1996 for violating the terms of a conditional registration and 
a finding by the NYSE of violation of the third party authorization rule in 
1993. Ginsburg elected to withdraw his application after discussions with 
division staff, despite being registered with tiie NA5DR. 
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Michigan 

• Keith Sargent On October 17, 1996, the Michigan Securities Bureau 
denied Sargent's appiication for licensure in Michigan. Michigan found 
that Sargent failed to provide proper disclosure of certain federal liens, 
despite a request to do so. 

Mississippi 

• David Lee Stetson. The division review of Stetson's disciplinary history 
revealed numeious disdplinaiy incidents, including a revocation by the 
State of Illinois based on an NASD suspension finding that Stetson 
engaged in a trading scheme designed to defraud his employer. The 
broker's firm withdrew Stetson's application after division inquiries. 

Missouri 

• Roberts. Finkelstein. Since 1992, Finkelstein applied for licensure with 
Missouri on three separate occasions. Fourteen of the incidents on 
Finkelstein's CRD record involved customer complaints, wifii most either 
involvittg either allegations of unsuitability or misrepresentafioru On each 
occasion, aiul upon Missouri's request, Finkelstein withdrew his 
application without registration. 

Nevada 

• Roger Mintzer. Mintzer applied for licensure as a sales representative 
with Nevada. It was discovered that Mintzer had not disclosed 
revocation of an insurance license. Nevada granted licensure to Mintzer, 
sutiect to a restrictive licensing agreemeiiL 

New Hampshire 

• Andrew Paul Gonchar. This Oppenheimer & Co. agent applied for 
licensure with New Hampshire. New Hampshire request withdrawal 
of the application based on nunterous arbitration proceedings and 
custorrter complaints alleging misrepresentation, unsuitable 
recorrunerulations, and unauthorized trading. Gonchar wifiidrew his 
application upon New Hampshire's request 

New York 

• Craig adnner. Skiruier applied for agent licensure in New York. His 
disdpliruuy history revealed that Skirmer was a convicted felon (ortce for 
first degree robbe^ arul once for attempted murder in the first degree and 
attempted assault in the second degree). The New York Attorney General 
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determined that Skinner was unfit to conduct securities business in the 
State of New York. 

North Carolina 

• Robert Frances Fox. Fox applied for agent licensure with North Carolina. 
A review of the application revealed that the State of Iowa brought fraud 
charges against Fox for filing documents with Iowa containing material 
misstatements. North Carolina requested and received withdrawal of 
Fox's application. 

Ohio 


• David T. Calicchio. In January^ 1997# Calicchio sought licensure with fiie 
State of Ohio as a salesman. One month earlier, Calicchio had been placed 
in a federal pre-trial diversion program for securities fraud, prompting 
Ohio to deny Calicchio's application. 

Pennsylvania 

• Leiberbatun & Co. and George Fillippone. Here, the Commission foimd 
that Fillippone filed a false and misleading application with Pennsylvania. 
Specifically, Fillippone and Leiberbaum f^ed to disclose that Fillippone 
had been subject of an administration complaint filed by the 
Massachusetts Securities Division. Leiberl^um was censured and fined 
and Fillippone's application was terminated. 

South Carolina 

• Tohn Patrick Qancv. Clancy applied to South Carolina for licensure as a 
broker-dealer agent. South Carolina denied Qancy's pending application 
due to the existence of 55 occurrences of disciplinary l^tory and 
disclosable events. 

Tennessee 

• Tames W. Garofalo. Tr. Garofalo applied for licensure with Tennessee. His 
CRD report disclosed numerous customer complaints and arbitrations 
alleging various abusive sales practices. While undergoing an enhanced 
review in Tennessee, Garofalo's firm terminated his application wifiiout 
registiatioa 


Texas 


Tohn C Hopf. Hopf applied for licensure wifii Texas. Hopf had been 
charged and/ or convict of numerous crimes, including possession of 


12 



224 


Stolen property, fdony burglary, disorderly conduct, petit larceny and 
assault Hopf wididrew his application aft» staff opposed licensure 
based upon his disciplinary history. 


Utah 


• Karen Sue Smelker. Smelker applied for licensure with Utah. Smelker had 
been suspended by the NYSE and barred from selling limited partnerships 
for five years. Smdker was "Terminated Without Registration" in Utah. 

Virginia 

• F.rik Murray. Murray applied for liceiwure with Virgiiua. The 
CRD revealed that Murray was the subject of numerous complaints, had 
filed for bankruptey, and was previously fined by die CBOE for 
misrepresenting the risks of investing in derivative securities. Virginia 
offered Murray conditional registration. The firm withdrew file 
application as neither the compliance officer, the branch manager, nor the 
firm would agree to supervise Murray. 

Vermont 

• Greg Weisenberg. Weisenberg sought licensure with Vermont 
Weisenberg had 16 instances of disciplinary history or reportable events, 
including actions taken by Illinois, Georgia, and New Jersey, as well as 
numerous complaints and settlements alleging unsuitable transactions 
and misrepresentations. Vermont requested withdrawal, and Weisenberg 
withdrew his application. 

Washington 

• Jonathan Pru Lyons. This applicant has been named in more than 13 
arbitrations and customer complaints since 1993 alleging a variety of 
securities, RICO, and common law crimes, and has been ordered to pay 
more than S5O0JO0Q to claimants, wid\ many proceedings still pendmg. 
Lyons' application was witiidrawn after requests for additional 
information went unanswered. 

West Virginia 

• Irvin Goins. A review of Goins' disciplinary history revealed that Goins 
failed to disclose that he had been chvged with bank ffaud in 1995. The 
firm withdrew Goins' application for agent licensure after discussions 
with staff. 
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l^^onsin 

• Ross Manddl. Fourteen of the incidents on Manddl's CRD record 

involved customer complainte, with most of these involving allegations of 
unaudiorized trading. Wisconsin forced Mandell to wididraw his 
application for licensure on five separate occasions, due to the perpetual 
increase of disciplinary events and disclosable items reported in between 
the times in which Mandell submitted applications to V^fisconsin. 


m STATE PROCESSING OF AGENT APPLICATIONS USING THE CRD 

SYSTEM 

A general description of the state licensing process follows.'* In addition to 
discussing the general parameters applicable to all states when processing applications, 
dependent in large part on the use of the CRD as the processing tool, NASAA gathered 
statistical data to quantify the time states devote to processing applications. To that 
end, NASAA surveyed 12 states and is providing the Commission staff, for use in its 
public record, the statistical data and averages culled from the state responses to the 
survey. Some of the more relevant statistical data is represented graphically in Exhibits 
BandC. 

States categorize agent applications as one of three type for purposes of 
processing by the CRD: 

• New applications ~ individuals applying to a state for the first time; agents 
re-affiliating or transferring to anoAer firm fiiat have reportable items or 
disciplinary history; and agents who qualify, but do not elect to use TAT. 

• Renewals - agents staying at the same firm applying for a license for the new 
year, because all agent licenses expire on Dec^ber 31;'^ and 

• Temporary Agent Transfers (otherwise referred to as the "TAT' program) - 
agents re-affiliating with or transferring to another firm that do not have any 
reportable events or disciplinary history. 

The licensing process applied by the states varies depending upon the category of the 
application arid the applicants reportable items or disciplinary history. 


» See Exhibit L Plow Chart Relating to CRD Agent Applicaticm Processing. 
SfiS note S, anait 
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A. New Applicatioiis fReoresentg Approximately 30% of all 

AppUcatioii»>“ 

1. State Licensing Metiiods 

The CRD system provides states with three methods for reviewing new 
applications. States are eidrer "manual,*' ''automatic'' or '*supa‘>automatic."' The 
m^od the state uses dictates which applications will have to be reviewed by state 
personnel before a license is issued. Currently 30 of die 52 CRD jurisdictions operate as 
manual jurisdictions.'^ In diese jurisdictions, all new applications will be reviewed 
before a licaise is granted. Twenty-one jurisdictions operate as automatic 
jurisdictions.^ Automatic jurisdictions review only those new applications that contain 
reportable events or disciplinary history, and those that contain no reportable events 
are licensed concurrantiy with NASDR approval. A super-automatic state does not 
conduct any independent state review beyond the NASDR's review.^ Once an 
application is approved by the NASDR, the applicant is licensed in the state. 

2. NASDR/CRD Atrproval Process 

The NASDR approval process relies upon the CRD to provide checks on some 
data fields to ensure they have been answered, determine that certain qualifications 
have been met and perform a limited check that certain answers are accurate. In 
addition, the NASDR performs a substantive review of the application, but does not 
establish the accuracy of most answers, nor do^ it assure that all answers are 
complete,^ nor does it have the authority to recognize state administrative actions, such 
as denials, revocations or cease and desist orders, as part of their qualitative review. 
Therefore, the NASDR "approves" many persons who have state sanctions against 
them^ or disclose other substantial actions. Once the NASDR has approved an 
application, the CRD forwards notice of the approval to the states. States begin their 


§ee generally Statistical Data, § IV.D., infra . 

gge Exhibit J, list of Manual/ Automatic States for Purposes of CRD Processing of New 
Applications. 

” Sssii 

» California is the only state w^iich operates super-aufomatically. The California Department of 
Corporations is currently reevaluating this decision wittt foe expectation of performing more of its own 
gatekeeping function. *1^ Department is in the prorass ctf implementmg a systematic agent monitoring 
program to validate foe need for a review process in California. 

^ §ee Exhibit K, Example of Incomplete Application of an NASDR-Approved Agent 

^ For example, foe Iowa Bureau of Securities received an application foom an individual \«foose 
license was revoked 18 monfos prior by foe Bureau (Mr. Perosi, CRD# 1416831). 
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review and processing of an application at such time. This coordinated effort 
accomplished by the CRD's preliminary checks, the NASDR's approval, and the states' 
value-added review avoids a duplication of efforts. It also prevents the scenario of an 
agent receiving a state license without being approved by the NASDR. 

3. Transmission To The States And Pending Dates 

In transmitting the application to the state, the CRD system segregates new 
applications into two categories, those with reportable items and disciplinary history 
and those without. Applications without disciplinary history or reportable items are 
considered "clean-apps" and placed into the states' "clean queue." Applications 
containing disciplinary history or reportable items are considered "disc-clean apps" and 
are placed into Ae "disc-clean queue." Reportable items are determined by the 
questions on the Form U-4, a coordinated uniform form for the registration of agents 
used by the states, NASDR, other SROs and the Securities and Exchange Commission.^^ 
Some Form U-4 questions ask for information based on a discrete time period, after 
which it is not a "reportable event." Reportable events cover the areas of criminal 
actions disclosures, regulatory disciplinary actions, civil judicial actions, customer 
complaints, terminations and general financial disclosures such as a declaration of 
bankruptcy or an outstanding lien. 

When an application is approved by the NASDR and appears in either the state's 
clean or disc-clean queue it is dated with a state pending date. This date is generally 
considered to be the date upon which a state would begin to act on an application. ^5 
For those states that either by statute or rule have to act on an agent application within 
a certain time period (e.g., 30 days), the pending date begins the period within which 
the state must act.^® 

4. Hoto States Process Applications 

State personnel begin the approval process by logging into the CRD system and 
accessing the state's acceptance queue, consisting of applicatioitf in the clean and disc- 
clean categories. States differ as to the number of work-hours expended to review 


” See Exhibit E, Form U-4 (Uniform Application for Securities Industry Registration or Transfer); 
Form U-5 (Uniform Termination Notice for S^mrities Industry Registration); and Form U-6 (Uniform 
Disciplinary Action Reporting). 

® Several states aprply the concept "home state rule." In these states an application is not 
considered pending, and a state would not generally act on the application, until it is approved in the 
agent's home state. 

* See e.g., UNIF. Sec. Act, S202(a) (1956, as ameruled) ("registration becomes effective at noon of 
the thirtieth day after an application b filed"); Rev. Unif. SEC. Act, §208(a) (1985). 
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applications depending upon application volumer^ the disciplinary history or 
reportable items contained in die appUcation^^s die need for badcgiound checks^^ and 
state personnel resources available.^ As a condition of state Ikensure, states 
predominately require that broker-dealer agents pass an examination that tests an 
applicant's knowledge of state securities laws and regulations, along with various 
exams required by the NASDR to sell specific securities products.*! Applicants' scores 
for titis nng^e uniform examination, the Series 63, are reported to die states over the 
CRD along with die scores for NASDR-required exams. In some instances, states 
require a statement or affidavit regarding compliance with state law as a condition of 
agmt licensure.^ The affidavit or statement may address vsdiedier an agent has 
conducted business in die state while unlicensed. 

The processing of applications by states includes both the formal granting of a 
license and reviewing disclosures. Alttough some states do not approve applications 
daily, many still process applications on a daily basis, or almost as frequentiy, because 
when not approving an application state employees are performing a review or 
validation of the application.^ Generally, CRD operators have the audiority to approve 


V The volume In some stotes, like Florids, cen be as high as 2,000 applications a week. 

* fti gnifif nfr disclosures require closo review and generally a state requests additioiud information 
to the summary disclosure information contained on foe CRD. Sgg Exhibit G, Example of Additional 
Information Requested by States Due to Summary Information of CRD Printout 

* For Texas conducts background checks mi iiV'Slale applicants to make sure iu> current 

state actimts are being taken or investigated against the individual 

se Broker-dealer agent licensing is only one of many responsibflities of state securities agencies. 

State securities igrrxiri also license broker-dealer Hnns, investment advisers and investment adviser 
r e pres entatives; conduct examinatkms, inspections, and audits of broker-dealer and investment adviser 
firms. Securities and aecurities transactions are also required to be registered With foe states, unless the 
security or securities transaction is a "covered securi^ or unle» an exemption from registration ^^lies. 
States also conduct extensive enforcement activtiies covering all aspects of the securities markets, respond 
to public inquiries, and |Rovide investor education and small business assistance in their jurisdictions. 
Some stata also oversee ottier types of activities, such as regulation of fiandUses, business opportunities 
and mortgage brokers. 

» SSS Exhibit U State Examinations Required of Broker-Deaks Agents. 

A For instance, Mai^and requires Affidavits of Compliance <mly for agents staying with the same 
broker-dealCT firm and having a short lapse in their Maryluid registratioa This procedure provides tiie 
state with an opportunity to discern if foe agent has conducted unlicensed activity. Missouri also requires 
Affidavits of CompUanoe, but onty if tiie agent has an extensive disciplinary histoiy . 

^ Of tiie 12 states polled, 6 approve applications on a daily basis, including Colorado, Connecticutr 
New York, ^tio, Ptoms^ania, Texas, and Wisconsin. Of the others, Maine and New Jersey approve 
applications 2 to 3 times a weds, Florida approves applications twice a weds, Utah does it on a wedsty 
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applications they review have eittier no or minimal disciplinary history or 

reportable events.^ However, applications containing disciplinary history or 
reportable events generally require a state to request additional information regarding 
die circumstances surrounding the disclosiues so die state can better evaluate die 
disclosures. In diese instances die state usually issues a written request to the broker- 
dealer or the agent for the additional infonnation.^ In some states, applications 
containing disciplinary information or reportable events are also reviewed by 
enforcement personnel or other more senior stad. The physical process to approve 
applications by die state is done by a keystroke on die CRD terminal. 

5. Revietv of New Apvlications With No Reportable Items ("Clean-Ayps") 

State review of new applications having no disciplinary history or disclosable 
items is dependent on whether a state is an automatic or a manual state. Automatic 
states do not review new applications that have no disciplinary history or disclosable 
items.^ Once die NASDR approves the application it is simultaneously approved in an 
automatic state. Therefore, the clean acceptance queue of automatic states is never 
populated with applications because no further action is required. Automatic states 
receive notice from the CRD system of those applicants licensed in their jurisdiction. 

Manual states review all new applications.^^ This decision gives the state the 
opportunity to perform a qualitative review even on those applications widi no 
disclosable items or disciplinary history. States have determined that such a review is 
often needed even for clean applications because some NASDR-approved applications 
transmitted to the states do not meet cursory levels of completeness, such as incomplete 
addresses, partial emplo)rment histories, or not meeting the state exam requirements.®® 


basis and California does not approve applications becaitse of their status as a super-automatic 
jurisdiction. 

^ ^ Exhibit C New Applications Filed with the States in One Year, indicating that for die states 

surveyed applications %vith minimum disclosable events are approved on average in 1.8 days. 

^ See Exhibit C New Applications Filed widi the States in One Year, indicating that for the states 
surveyed it takes on average 4.55 days for the jurisdiction to send out a first notice to die applicant 

^ There are 21 jurisdictions dial are classitied as automatic and 1 as super-automatic, gee Exhibit J, 
List of Manual/ Automatic States for Purposes of CRD Processing of New Applications. 

^ There are 30 jurisdictions dut are classified as manual. See id 

* Seg Exhibit M, Letter frrni New Mexico ^dining its Rationale for Switching from "Automatic* 
to "Manual* for CRD Processing of New Agent Applications to Neal Sullivan, Executive Director, North 
American Securities Administrators Association of May 28, 1997. New Mexico switched from being an 
automatic state to processing new applications manually when it discovered (hat applicants were being 
licensed in their state without meeting dieir exam requiremenb. The state was no longer confident in die 
system checks by die CRD and chose to verify for its^ diat its exam requirements were satisfied. 
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In some instances, these applications have not yet received NASDR approval^ In 
addition, some manual states p erfon n background checks or provide other value-added 
services in their processing of clean applications. For example, Texas performs 
background chedcs on in-state new applicants,^ and Maine requires in-state resident 
applicants new to the industry to participate ina one-hour orientation session focusing 
onethics.41 In manual states, new applications vHthout rtBsrtable events or 
disdolhuun history are on average aporooed in 1.6 

6. Review ofNeto AtmlicttiionA With Discmlinarv History or Reportable 

Events (“Disc-Oean Apps") 

The state review process for new applications with disciplinary history and 
reportable events is a more involved process and is generally the same in all 
jurisdictions. The process begins with die CRD operator reviewing those applications 
in the disc-clean queue on the CRD. A preliminary review will determine if die 
applicant is not qualified in the ^>ecific jurisdiction, whether more detailed information 
on certain disclosures or disciplinary items may be necessary, or if additional state 
requirements must be satisfied. 

Also, die state review is distinguishable from the NASDR's review because of the 
limited authority the NASDR has to deny applications based only upon statutory 
disqualifiers.^ States' audiority for denial of a^nt applications, in most instances, is 
more expansive than die NASDR's because it includa, for example, a state's abili^ to 
base its action upon odier state administrative actions.^ This basis fm: denial by states 
avoids duplica t io n of proceedings and conserves enforcement resources. Also, the 
heightened review by state audiorities provides greater front end investor protections. 


n Sa Exhibit N, Example of Agent Not Approved by NASDR, Yet PnMfit in SteteAccepiMice 

Queue Awahfaig Stale Action. 

* TexM docs bedcgiotind chedci of ttieir in-etale epplkanta by ninning them throu^ the state 

cooqmter system, locddng out for aiqr pcckUng securitiei enfbroeatent actions or other state investi^tfc»s. 

n The Maine o ri e ntati on seteioru are hdd every two wedcs, but exceptions axe made and 

depending upon dw drcomstanoes, sudi as excessi ve travel time, can be tele^wnicalbr. The Maine 

Adminirtralor made a personal commitinent to do diis progr a m to impart the importance of ediics in 
dealing widi cUenIs. 

See Exhibit C New Applicatioiw Filed with the States in One Year. 

« SKl5US.C78c(a)(39). 

M See Exhibit tLExamplei of the "Value-Added* by Stale Securities Agendes in Their Licensing of 

Broker-Dealer Agents. 
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An application containing regulatory disclosures is generally categorized as 
having eitha minimal or significant disciplinary history or reportable events. Examples 
of an application containing minimal disdplinaiy history or reportable events may 
include an application with disclosure of a personal bankrupta^, a non-securities related 
liea fines under $1,000 or one or two minor customer complaints such as late payment 
of dividends or a lack of timely order execution. Examples of applications with 
significant disciplinary history or reportable events may include an application with 
allegations or findings of fraud, numerous and serious customer complaints especially 
in a short period of time, state actions, numerous arbitrations, ii^unctions, civil actions, 
criminal convictions, suspensions or revocations of a license. 

Ordinarily applications with either minimal disciplinary history or minor 
reportable events are approved at the time they are reviewed. The CRD operator 
reviews the application, makes the determination that the reportable items are minimal, 
and then approves the license. If the CRD operator does not have the authority to 
license applicants with minimal disdplmary history or reportable events, often the only 
additional step is to consult with a supervisor. Ra^y does a state ask an applicant with 
minimal disciplinary history or minor reportable events to submit more information.^ 

Applications containing significant disciplinary history or reportable events are 
scrutiiuzed thoroughly by state personnel. Often the state will ask for additional 
information on tiie di^osures. The survey revealed that on average it took the states 
under five days to internally evaluate the summary CRD information regarding fi\e 
significant reportable and disciplinary actior\s, and put the applicant on notice of the 
need for additional information or additional consideration. Generally, states issue a 
formal notice regarding the matter to the appliomt and his or her firm, but fi\e state 
may also call the applicant.^ Many of the state personnel surveyed stated that once a 
request for more information is made, a significant period of time lapses before they 
receive a response, if at all.^ If a response is forthcoming with the additional 


^ SS£ Exhibit C New Applications Filed %vith the States in One Year. The surveyed state tftat 

maintained internal statistics reported that it takes on average 1.8 days to approve an applicant widt 
minimum disciplinary history or reportable events, while it takes 1.6 days for a manual state to approve 
an applicant with no reportable events. The CRD does not distinguish between clean applications and 
diose containing minimal disciplinary history or minor reportable evenb aixl tfterefore cannot provide 
statistics on state approval tunes. 

^ S«e Exhibit Q New Applications Filed wid\ the State in One Year. The date by a state for first 
notice or a request for additional information is, on average, for the state responding 4.55 days. 

^ Sgg Exhibit O, Statbtics Regarding Processing Time for Utah to Request Additional Information 
and Response Time Firms or Agenb. For purposes of this study, fite Utah Division of Securities 
tracked firm and agent response time to requesb for additional information for two 2 week pmfods. The 
statistics show Aat toe Division predominantfy set>d5 out first notice in 3 days requesting additional 
' information, while it took the firms or agenb on average over 18 days to respond to the request. 


20 



232 


infonnation Kquested, the state continues its review and a decision is made to approve 
the application, deny it, grant it widi certain conditions, such as special supervisory 
procedures, or request the applicant wididraw d\e applicatioa^ If the state provides 
die applicant with notice of its intention to deny the license, state due process and die 
administrative procedures act requirements greatly impact the time frames involved in 
arriving at a final disposition on die application. 

B. Renewals iAoproxiitiately 66Vc of all Applicationsl^ 

When a state grants a license, the license is valid for the remainder of the year in 
which it was issued. Agent licenses expire on December 31, and must be renew^ every 
year.^ The process of getting a new license when the current one expires is called 
"renewal."* Agent licenses are renewed on January 1 of the following year and are tied 
to the renewal of the broker-dealer firm's license. Generally, the firm renews its license 
and provides a list of those agents that are renewing with Ae firm for the upcoming 
year.51 States handle the end of the year renewal of agents, or the "renewal cucle" 
super-automaticallv. Therefore, all agents renewing with the same firm for ^e 
following year are licensed in the state immediately when the CRD processes the license 
and the proper fee is electronically forwarded to the state. 

C Re-affUiations and the Temporary Agent Transfer f'TA'n Program” 

fApproximatelv 4% of all Applications use the TAT program, the 
femaining transfers are included in New Applications!^ 

State licensing authority is exercised when agents transfer fiom one broker- 
dealer to another. This transfer or re-affiliation widi a new firm requires the agent to re- 
apply for a license.** Transfers are processed by all states in the same manner.® The 


** In tf\e 12 states surveyed, over 3,700 applicants were denied, withdrew, or were granted 
conditional licenses in 1996. 

** See generally. Statistical Data, S IV.D, infra . 

* Sfi£ 5' supra. 

^ Maine's Securities Divlsicm provides an additional service to agents renewing in ib state. The 
CRD esbbUshes a date approxiinatdy 2 weeks prior to the end of the year that all renewal applications 
must be submitted to become approved for January 1. Maine allows agenb to tile directfy with the stale 
subsequent to that date but before year end to assure that the renewal becomes efiective. 

R See generally. Stetistical Data, % IV.D, Jofa. 

R Segreg atin g tr a n sf ers from new applications is impracticable aitd enormous^ difficult given the 
CRD system and tire vohime of agent applications and transfers received by the states. 

R See note 6. supra, far a discuarion of licenses tied to firm affiliatioa 
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transfer process is dictated by the application either containing disciplinary history or 
reportable events or in-the alternative being a clean application widi no reportable 
events. For diose transfds widi: 

• No disciplinary history or reportable events — the applicant is eligible for die 
TAT program and the agent is licensed immediately. 

• With disciplinary history or reportable events — diese agents are precluded 
from using the TAT program and are reviewed by die states as if th^ were 
new applicants. 

When the new broker-dealer for a qualified agent utilizes TAT, the transfer is 
accomplished upon CRD receiving notice of the transfer by telephone or facsimile and 
the NASDR processing the information. Onqe received, the agent is given a temporary 
license and can begin work immediately at die new firm. A ftoal license is issued 
automatically within 21 days if all the appropriate filings have been successfully 
submitted.®* 

States partidpale in the TAT program to permit clean agents to re-affiliate with a 
new firm immediately. Although states do not review applications of agents 
transferring through the TAT program, they retain the ability to not issue a p>ennanent 
license in certain circumstances. A recent example of a state exercising this authority is 
the New Jersey Bureau of Securities.®^ Several agents from a firm expelled from the 
securities industry by the NASD attempted to transfer to another firm.®® New Jersey 
personnel notified the NASD to deny these individuab temporary licenses. The 
transferring agents dien had to go dirou^ the regular licensing procedure. This is an 
example of state license review directed against dtose firms and agents presenting the 
greatest threat to investor protection. 


^ TransferaaranotbereviewedinC&Ufbrniaregardlessof disciplinary history. Being super- 
automatic, all applications are approved in California once the NASD approves the application. 

^ The appropriate filings for a TAT are the Form indicating the transf er , and the Form U-5, a 

notice of termination from the agent's previous employer. 

^ Sgg Exhibit P, AffidavU by New Jersey Securities Bureau Relating to CRD Transfers. 

" The NASD expelled Hibbard Brown 4c Co. from the securities business for feaudulent mark-ups 
of share prices. In ad^tion, tiw compare and its owner were ordered to pay over $8.7 million in 
restitution and both dw firm's owner and head trader were barred horn association widi any NASD 
members. WaD Street Journal Staff Reporter. NASD Issues Fines. Ousts Hibbard Brown For Fraudulent 
Prices, WallSt. J., July 19, 1994, Section C p. 13. 
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If a qualified agent has disciplinary history or reportable events, or has neither 
but does not utilize the TAT program, die transfer application goes dirou^ the sanie 
process at the state level as a new application.^ 

D. Amendments 

Agents must amend dieir licenses whenever information that appears on the 
Form U-4 changes or is incomplete. Amendments are required in a wide range of 
circumstances, from a change of address to reporting disciplinary actions taken by a 
regulator. Thus, amendment filings can be very numerous. States do not review 
amendments because the CRD system does not present a viable review procedure. (See 
§ IV., Diminishing Returns of die CRD, infra.l The inability of a state to review 
amendments in a timely manner, particularly disciplinary matters, can lead to 
prolonged review when an agoit re-affiliates widi another firm. 

E. Statistical Data 

For the purpose of the Uniformity Study, NASAA surveyed 12 of its member 
jurisdictions to provide statistical data for this submission. The states that participated 
were: California, Colorado, Connecticut, Florida, Maine, New Jersey, New York, Ohio, 
Pennsylvania, Texas, Utah and Wisconsin. The primary criteria for selecting these states 
was to achieve a geographical diversity, mixture of methods for processing applications, 
and have representative jurisdictions ^t are considered small, medium and large states 
in the number of licensed agents, including those key states that represent the highest 
volume of applications. ^ 

The data gathering process was significandy more difficult than first expected. 
The current CRD system does not maintain many categories of historical statistical data. 
With the help of several state staff personnel,*^ NASAA was able to construct an 


** Ail new applications with disciplinaiy history or reportable items will be reviewed by state 
personnel. In the rate case of a transfer witoout discipUnary history or reportable events not using die 
TAT program, their application would not be review^ in an automatic state but would be reviewed in a 
manual state. 

Medtod of processing: 6 manual states • Florida, Maine, New Jersey, Ohio, Texas and Wisconsin; 

5 automatic states - Colorado, Coiuiecticut New Yoii(, Pennsylvania and Utah; and 1 super-automatic 
state - California. licensed agents for 1996: Large (over 100,000) California, Florida, New Jersey and New 
York; Medium (between 50,000 and 100,000) Colorado, Connecticut, Ohio, Pennsylvania, Texas and 
Wisconsin; and Small (under 50i)00) Maine and Utah. Number of applications fw 1996: Large (over 
150iN)0) California, Florida and New York; Medium (between 75,000 and 150i)00) Colorado, Connecticut, 
New Jersey, Ohio, Pennsylvania and Texas; and Small (under 75i)00) Maine, Utah and Wisconsin. 

NASAA would like to titank tiw staff members ffom the many states who were enormously 
helpful in providing licensing data and CRD statistics, ^ledfically, NASAA wishes to thank the 
foUoiving individuals: Denise Alaimo (Texas); Blake Campbell (California); Salvatore Cannata 
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approach to obtain comparable informatmn hx}m the different jurisdictions. However, 
some of the information is internal state statistics, some information is estimated, and 
some of the information is averages derived from responses horn less dian all of the 
states because unless certain niunbers were maintained internally they are impossible to 
determine. For each cate^ry of information dte process used to obtain die number is 
described. The charts, in Exhibits B and C, are graphic representations of die average 
amount of time attributable to states in licensing broker-dealer agents, based on die 
average of the times submitted by the surveyed states. 

Because of the difficulty in gathering comparable information, all states were not 
surveyed. The allocation of resources nec^sary to work widi each state to assure 
comparable statistics that are based on retrievable state data and some CRD produced 
data, plus overcoming the terminology barrier created by the various methods of 
licensing provided by the CRD would have pmcluded NASAA from making its 
submission on a timely beisis. 

A summary of the major categories of statistical d^ta collected for those states 
identified is provided.^ The following is a description of each category and how the 
statistics were determined: 

• Total Applications 

Description: Total applications repr^ents the total number of applications that 
each state had authori^ to act upon in 1996. Total applications 
includes renewals,^ new applications,^ and agents transferring 
under the TAT program.®® 


(Connecticut); Maurice Cox (California); Pamela Epting (Florida); Michael Gunst (Texas); Kenneth 
Hojnacki (Wisconsin); Ed Ja^ (New York); Matt Jenkins (Utah); Dale JeweU (Ohio); Verle Johnson (New 
York); Ron Jones (Mkdiigan); William Leber (Ohio); Sheryl Lemon (Colorado); Melanie Senter Lubin 
(Maryland); Gary Marquett (Iowa); Martha McVeigh (Rhode Island); Paul Schwartz (Pennsylvania); Rhea 
Shelton (Virginia); Sonya Still (New Jersey); Greg Toms (Washington) and; Michael Vaxgon (New 
Mexico). 

“ See Exhibit O. State Survey Data. 

Renewals represents the agents that renewed their licei^ses for dte 1996 calendar year in each 
jurisdictioit Agent licenses are valid in most states for oidy one year, and each agent that wants to 
continue to be licensed in a jurisdiction must renew hb or her license on January 1st for the upcoming 
year. 


M New applications include persons applying to a state for a license for the first time and 
reaffiliations or transfers not relying or not eligible tor the TAT program. 

“ The TAT program permits agents already licensed in a state wiftout disciplinary history or 

reportable events to traixsto to another firm immediately. 
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Me0mb This minber is file stun of tiie state's 1996 Renewal Itoster,<‘ 

imonal stale munhets for nusto new a|^diatk»s far 1996," 

end an extiapdation of a two wedc sample of fae number of TATs 
in each state to cover a one year period.** 


• ReaeuMls and TAT 

DesetpHam Renewals siui TATs are a subset of tlw total aj^dication category. 

This number represents toe number of agents who have renewed 
for 1996 and the estimated number of TATs that occurred in 1996. 
No stores review muwatsorTATr. Hemx. 0meU notUte 
onfcashta time for these amlkaHtmt, lUs category of 
applkafions represents a ma|ority of all applications that a state can 
process in any given year. Tor the 12 states surveued, mtavals and 
TATg reartaent over TlWt of all appliattions in a vear.* ^ 

Me&tod: The process to obtain diis data is discussed under Total 


Ntw Avplications 

Description: New applications as defined previously represent die total number 
of people applying to the state fw die first time and transfers dut 
can not or do not rely on the TAT program. Approximately 30% of 


<S The Renewal Roster is lent Id cadi state by the NASDRearfy fen Uie calendar year. It lists el! the 

agents tfiat have renewed Uicir Bocmes for the upcoming year, in this case for 1996. 

^ ThenuinlierofiiewapplkaRttforl996isnotretrlevabkfiomtheCRDqrttem. Poitunalely all 
ttie states survejred maintained internal statislics on the number of new applications that came ttrou^ 
tfie state. Scene minor diacrcpaiiciei exist in ttiis number. Some states do not Iceepstatistka on tihe 
number of ^iplkatkms reviewed but rattier on die number of agents approved, wlttidniwn, or denied 
licensee. In ttiese instances the state wfflactuaSy have reviewed more applicants then reported, because 
scene of the apf^Bcattons reviewed in 1996 would cuiy over foto 1997 before a detenninatiem was made to 
approve, recomnecid vdttidtawal or deiiy ttie appBcalion. NASAA believes that the numbered these 
carry-over applkants k insignificant 

The imrabererf TATs for a one-yeer period is abo not easily letiievsblefioin ttie QtDf}^tem. R 
is letriewaUe from stale reocKds, but tti^prooesi would be very time coraumlng. KASAA deefoed tibat 
because ttie number of TATs in s year is a very tmaQ portion of the total applicants, that estimating ttiis 
number is sufficient Toestimate ttie TATs;, eadi state counted ttie number of TAlb in a 2 week pedkid in 
Bdmiaty and multifdied ttiat nonfoci by 26 to arrive at an esthnate for the entire year. 

** Sk Exhibit B, Total Agent AppficatiOM Hied with the Ststes in One Year. 
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an applkattons faU into this category. ' New Applications are 
furdW categorized by the CRD system as being dean, diat is 
having no reportable or disdplinary items, and disc-dean, or 
having reportable events such as disdplinary. 

Method: The method for obtaining this information is discussed in die Total 

Afmlications section above. 


Percental of New Applications toith No Reoortahle Events of the Total Number 
of New Atfplications 

Description: Approximately 30% of all applications a state has the authority to 
process are new applications. Of diat 30%, approximately 85% of 
diose applications have no disdosure items, induding disdplinary. 
The significance of an application containing no disdosure items is 
diat in an automatic state these applications are immediately 
licensed upon NASDR approval. 

Method: This statistic was generated from internal state nimibers. It is not 

obtainable from the CRD system. Seven states responded to die 
question and of those seven, four of diem kept diis figure while die 
other three derived it as an educated guess based on other statistics 
diey kept. 


Days To Avprove New Applications with No Revortable Events 

Description: This number represents die number of business days it takes die 
surveyed states to giant a license from die time it is pending in 
their state. For super-automatic and automatic states it takes no 
time to approve these applications because no state review is 
necessary. For manual states the days to approve varies depending 
on any other reviews or checks that are done on the applicatiort 

Mediod: This statistic is based on a state's application review procedure. 

That is if a manual state deans out its dean queue on a daily basis 
and approves die application the same day it takes only one day to 
approve the application. An example of a state that takes more 
than one day to approve new applications with no reportable 
events is Texas. Texas on average takes two days to approve diese 
applications. It takes tMto days, because the application is printed 
off on the first day and then later that day a backgrotmd check is 
done, and then on die next day, day two, it is approved when die 
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CRD operator enters the system to retrieve the applications tor that 
day. 


Percentate of New Armlications with Minimal Revortahle Events of the Total 

Number of New Avplications 

Description: As discussed in prior sections^ reportable events can generally be 
classified as either minimal or significant Those applications wifii 
minimal reportable events usually do not trigger extensive state 
review. 

Method: This is also an internal state number. This type of information is 

not gathered or maintained by the CRD system. 


Days To Approve New Aimlications with Minimal Reportable Events 

Description: The number of business days it takes a state to approve a license 
when the application contains minimal reportable events. 

Method: This statistic is based on the states' practice for reviewing 

applications. Many states approve applications disclosing minimal 
reportable events when they first review the disclosures. That is 
why this statistic is very close to the approval time for applications 
wifi\ no reportable events. 


Percentage of New Aotilications with Significant Reportable Events of the Total 

Number of New Aimlications 

Description: This number is the percentage of new applicants that have 

significant reportable events. Because of the disclosures contained 
in the application a heightened state review is usually done. 

Method: This is an internal state number, but can also be estimated by 

interpreting the number of requests for additional information (see 
below) as being those applications that have significant disclosable 
items. 
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. DttustaFb*tN oaetSe$atoAmHrimt*w{thSitnm<mtReiwMbEv^ 

Description: Generally/ diese agents are requested to provide additional 

information for dte state to base its licensing decision OTL Thisis 
the number of business days it talces a state to Send out a letter or 
call die agent or firm requesting additional foformatiorL 

Metiad: This is an intennal state number. Many states send out certified 

letters requesting die informatioa while odiers send die request 
out in ordinary nudl or telephone die agent State practices difier 
as to vidien and how to send the request for additional information. 
Some states do it the same day they review die applicadon, while 
odiers do it on a weekly basis. 


Total Number ofAmUeations Withdrawn. Denied or Granted a C onditional 

License 

Description; This number r epr esen ts the number of new applicants that did not 
receive licenses or were granted conditional licenses for various 
reasons/ usuaily because of disclosable items like disciplinary 
history. Agents usually withdraw dieir applications on a state 
recommendation to do so. Denials are bas^ on statutory grounds 
and sometimes administrative or judicial hearings. Conditional 
licenses are agreements between the state and the agent to comply 
with additional requirement(s) to be licensed. Conditional licenses 
commonly take the form of increased supervision by the firm or 
restrictions on the agents activities/ such as a limit on what types of 
securities the agent can sell. 

MeOtod: This is an internal stale number. 


rV. THE GROWING DEMANDS PLACED ON THE CRD SYSTEM AND ITS 
DIMINISHING RETURNS 

The total number of licensed agents in 1981 when the CRD began processing 
agents was 220/000. By 1997/ the total number of licensed agents has grown to 
approximately 550/000. This growth has placed great stress on the CRD system and its 
tedmology. As a result/ the significant benefits provided by the CRD as a one-stop 
electronic licensiiig system are being constantiy challenged and diminished by system 
glitches and the cunfoersome technology offer^ by the current CRD. fButsee § V./ The 
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New Redesigned Systenv infra, for an explanation of the increased efficiencies to be 
provided by the upgraded CRD system to regulators and industry alike.) 

Not only has the dramatic increase in the number of licensed agents caused the 
CRD to maintain an overwhelming amount of data/ but die adoption and 
implementation of new regulatory requirements, such as continuing education 
requirements, has put additional strains on die system.^ The result is a loss of die 
timeliness and efficiency an electronic system should provide. Despite this overload of 
information and die desperate need for a significant overhaul of the technology and 
design of the CRD database, relatively unchanged since its inception, states are still 
efficient and elective in licensing and monitoring broker-dealer agents. Overall, the 
current system causes the states to be less responsive to regulatory and investor needs, 
as well as industry concerns, than if states were provided widi more effective tools. A 
brief description follows of some of the difficulties with the CRD system that cause 
delays in processing applications; a delayed reaction to disciplinary events; less reliance 
on the system to perform preliminary checks; and more reliance on internal state 
processes. 

A. Difficulty; Redundant Data Entries and Inability to Profile Data 

One of d\e biggest concerns of states wiffi the current CRD system is their 
inability to efficienUy track and thus, react to either problem individuals or specific 
types of disclosable items, especially disciplinary events, on a more timely basis. The 
reason for this is two-fold; (1) the r^undant manner in which the data is captored by 
the CRD, and (2) the fact that the CRD system does not provide states with a practic^ 
mechanism to profile the type of disclosable events or individuals that require 
additional scrutiny. 

1. Redundant Data Entries 

The repetitive nature of the CRD database makes the review of an agenf s 
application more complicated than one might expect Due to the manner in which 
information contained in the regulatory filtogs is captured by the CRD, a single 
application becomes part of an agent's comprehensive CRD record which can be 
extremely duplicative. For example, in addition to the original licensing application, 
agents are required to file an amendment to their Form U-4 when information 
previously disclosed becontes eiffier incorrect or incomplete. When an agent files an 
amendment to report a disclosable item, that same item may be reported on one, if not 


” See Exhibit R, State Examples of CRD System Failure. Pennsylvania's inability to retrieve daily 

statistical data on agents for a six month period and Rhode Island's reoccurring system failures. 
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several otter tDnns by the eo^loyfav finn (Fonn a Kgiilataqr body O^bnn U-6P 

and cver^asttta e q u ent amended PoniiU-4 as tteagent^e r e sp onse to the Form U-5. 
"‘^Ifetefote^ jS eing^ occorrenoe may result in tte CRD captur^ tte eame prdiminary 
' informatta on tte particular occurrence many times arid iK>t just supplementing the 
ofiginalin^imuttian Witt additional information received by addltkmal filings. Thns,a 
CRD* 'ruii' or’tte information contained on the CKD for aiqr particular agent is 
extronely redundant and difficult to read and dedpher.’’ This adds unnecessary time 
and cost to file industry and the elates. 

2. ItiMUutoPro OeDalttfcrRevkw 

Ail filings are captured and maintrdned by file CRD in a central database, with 
litfie ability to differentiate among existing and amended infomuitioiL Forexam{fie, 
amendment filings may indude address changes, phone nurriber changes, disdosures 
regarding mfoor rule viohitions by SROs, disdosures about minor infractions with the 
law such as an arrest for disturbing the peace or a misdemeanor conviction for youthful 
pranks. However, ofiier amendments may rdate to disdosures regarding a state action 
for market manipulation, private litigation relating to fraud, criminal arrests for armed 
robbery or other egregious actions 

The CRD system segregates amendments that update disdosure items from 
fiiose amendments fiiat relate exdusivety to updating administrative items. The CRD 
does not permit stales to make any distinction between disdosaUe events that may not 
be reportable under the Form U-4, fiiose that represent minor disdosaUe events and 
those fiiat represent significant disdplinary occurrences. Therefore, a state is forced to 
either review all such amendmmts relating to aU agents licensed with file state to 
determine whefiier the amendment relates to activity that needs to be addressed 
immediately, or opt to review the amended disdosure at another manageable time. It 
would be very tinie consuming, especially for a state wifii a high volume of 
applications, to review all amendments as fiiey ate filed. Therefore, generally, states 
review amended disdosures upon the filing of a transfer application or if otherwise 
made aware of an amendment containing disdosures fiiat raise regulatory concerns. As 
a result some disclosures may go unaddressed until such time as an agent transfers 
firms and a discrete appUcation containing those disdosures is in feont of file state 
rather than isolated arrieridments. Thus, file lack of functioruility of the CRD Qsv 
inability to profile) is also burdensome to the industry. 


n SKExldUtC,FaimU-t(UiiifannAi>pUcitian for Secuillia Industry RegMrillon or Tnntok 

Form Its (UntfannTermtnetkin Notice for SecurtUes Industry Regbtralion); Mid Form Its (Uniform 

DiodpUnriy Action Report in g), 
n SSCU. 

n SeoExiiibttSLCRDPrtiitontofoSingte Agent 
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VnwHailtK STitmPiOTi<fa«OnhrSamiiuirTlnfonnMkmonPi»dp«nrCT 

Anotttei bicfBciency of <he CRD Is tliat Ae system provides only sunmiaiy 
infAtasttonj^stdli^ r eported eUsctosuTSS taken diiBctty off ttie farms filed by ttie 
agents artd As fiirra. The ament CRD does not aiptare and retain As primary 
doorments underlying As diSdasirres oimplaint letters, aetdeinent agreonents, 

cndeia, etc.), nor is As aooiracy of such information checked. Therefore, a separate, off- 
line request must be made by the state to As agent dr Ae firm directly to receive rttore 
detailed and independent information on such events. l^fiAout such information, a 
state would be forced to make a detecmirtatlon about the significance of fire event based 
otdy on the summary informatiocL" 

When a state evaluates an application wi A disdosores and makes a 
determination that ad Ational infomution is necessary, a written request is sent to Ae 
agent or the firm. Many states also call applicants to provide Aem wtth more prompt 
informal notice that additional information is itecessary.> As is demonstrated in Exhibit 
C, the average time it takes for a stat^ to review an application and make a preliminary 
evaluation of the disclosures and provide first notice to fite applicant Aat more 
Information is necessary is only approximately five days. After the notice is sent by a 
state, however, states may not receive a response for a significant period of time and 
sometimes not at afi.’t 

The following specific puts in perspective the difficulty facing state 

persofuiel vAo attenqit to review aral act on applications on a'tirttely basis. 
Furthermore, if a state reviewed all filings, applications as well as amendments 
containing new disclosure, as they are made, fite task would be overwhelming without 
the ability to categorize CRD data yet to be implemented by the CRD redesigrc 

The sbtle(f Florida has approximately 153,000 licaatd agents and receives 1,500 
to 2,000 applkationseadi week. As a mariual state, eadt new application nmst be 
i^rmatively approved, althou^ TATs and renewals are automatic through the 
CRD. (Reasons for being a manual stale arid reviewing all applications, as 
oppaaed to being automatic and allowing the CRD to dear applications without 
disdosdble events is set forth bdaw.) A significantainount staff time is 
necessary to process the large number applications. The stale first must 


n Sm ExhilittG. Example of AddMoMlIntonnstlon Requested by Stales Due to SumiMiy 

Infonnation d CRD PrliihMiL 

^ ExhibikOe Statistics Regarding Proccsiing lime for Ulah to Request Addilkmalbifomution 

and Respuise time by Finns or Agents. Slate traddng rc^onse time to request for additional 
biformatfon Irmn brcter-dealers and agents. On average it look over 18 business days for a response 
{rom die applicant or his or her firm. 
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dclermim Sat fhe agent is properly qualified and mriew am) iSsdosuns Out 
were required to tx made. Depending upon vdteSter arty <f Ore appUca&ms have 
any re/miable or oSierdisdosable events, the appUcatUme may require fiirOter 
review. If significant disdosMe events are ituiuded, a review (^badcground 
infirrmatkm rebiting to Oiese events is necessary. As previously exid^ned,Ste 
mere process cf sorting Oaoujfi the CRD run summarizing On occurremxs is 
time oonsumingand many times not very infirrmadve. Tkus, depending upon 
the numberqfapplicaSons having disdosdble events and Oie type of events. Ore 
amount of s^ time necessary for review could be significant because On CRD is 
not Me to profile certain disdosures and receive ondine badc-up information. 
Despite Oie tedmological deficiencies, Florida generally approves Ouse applicants 
with no reportable events wiOdn 2S days and those vriOi minimal reportable 
events wiOtin six days. 

The numerous amendments filed wifi\ the CRD diet are associated with those 
153,000 licensed agents, but would be in addition to die 1,500 to 2,000 applications each 
week. Furthermore, it is impassible to quantify the actual number of ixuiividual CRD 
screens or actual pages that would relate to those amendments. They too could be 
numerous per ea^ amendment. In fiKt, in anticipation of dw implementation of the 
redesigned CRD that promises better functionali^ for reviewing amendments, several 
states attempted to test how long it would take to review amendments onaroutine 
basis. None of the states were successful because the system did not allow die states to 
clear away the backlog of amendments in the system in an attempt to move forward. 

A related scenario arises at die end of each calendar year when agents renew. 
Once again, using Florida with a ppr ox im ately 153,000 licensed agents as an example, it 
would be virtually inqxMsiUe for the state to review all renewal applications from die 
time they are filed before the new calendar year to grant a new license. Therefore, 
without the mote efficient screening tools, states are severely handicapped in dieir 
review of filings by the existing computet system. 

C Dimcnlty. Disappearing Agents 

When an agent files an application with die CRD and designates a state for 
licensure, die application Is not filed widi diet stale until the CRD checks the applicadon 
for certain data deficiencies. The CRD system controls the movement of an application 
through die clearance process by reading the 'date stamp' portion of a particular 

application at different stages of the process. The date stamp is generated automatically 
by the system at every level of the appUcaUon review process. The 'disappearing 
agent' occurs when a state's pending status for any particular application Is a date prior 
to die NASDR approval date and die system does not recognize dial state approval has 
been requested. The application will renuin in the state's deficiency queue unless 

direcdy contacted by ^ firm or die applicant the state will not be on notice to review 
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applkatUm becauae ^ application does not appear as if it is pending before the 
state. Thus^ the ''disappearing agent*^ 

The unfortunate outcome of this system flaw is the time dday to the agents who 
experienceit Those agents wait for state action on their application only tote 
frustrated by no response from dw state/ they eventually odl the state to determine the 
status of application/ at whkh time it is first discovered that the application should 

actually be pending before die state and not deficient Only tedmological 
improvements can correct this unfortunate drcuxnstance. 

D. Difficulty: Incomplete and Unreliable System Che gWa 

As the front-end processing tooL the CRD system is designed to perform 
preliminary checks on all applications. This procedure/ although helpful to die states in 
screening applications/ does not provide die comprehensive completeness check that 
many states require/ ncv does it check the accuracy of most answers, nor are some states 
confident that ^ s^tem checks are performed consistendy and widiout error. Due to 
these concerns, as discussed below, certain states have chosen to be manual approval 
states rather than automatic approval and all states must be alert to possible ^tches in 
the system diat cause a breakdown in die normal processing routine between the CRD 
and the states. 


^ The folknvlRg is « description of die sctuel systemstk problem that causes die 'disappearing 

agent' At d>e point an application is received fay the CRD system, die applkatkm is date stamped widi 
an NASDR status dale and die application is automadcaUy categorized as deficient fay the CRD system. 
When die CRD clean the filing certain data fields, the system moves the appUcatim from die deficient 

queue to the NASDR pending queue and the application's status date, estaUished dirough the date 
stamp, is updated as ot diis date. At die same time, the system will check the application to determine 
y/hMt slate registraticms have been requested and the system wiQ transmit the application to those states 
by placing it in die states' deficiency queues and creates a date stamp for that date. The states, at that 
thn^ are technically in receipt of die application although the application is not yet pending before die 
states because dw NASDR has not yet finished its pieliminaxy review of the filing. 

Once die NASDR completes to review of die application for certain substantive disclosures, if 
ai^, to determine whedier die applicant is disqualified, the agent application is moved from the NASDR 
pending queue to die NASDR approval queue ai^ die system creates a date stamp of die NASDR 
approval The system should then move the application from the slated deficiency queues to the states' 
approval queues and notify die states dectronkaDy that the applkabon is pending and ready for state 
review. *1^ event vdiidi triggers the movement of the applkatim from the states’ deficiency queues to 
die slates' approval queues is die NASDR status change frm pending to approved. However, 
periodicaify the CTO system enco un ters a system giitdi whkh will make an application seem 
system that it is pending in a state be fo re final NASDR approval (aldiough it is not), and when NASDR 
approval is received, the application remains deficient with the state with no iwtioe to die state that the 
application is ripe hastate review and processing. States have reported dwse 'disappearing agents' on 
somewhat of a routine beste. 
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1. Mmrntd vs. Automatic States 

i 

States may select whether they want new applications having no reportable 
events to be approved automatically by dw CRD system ("automatic states) or only 
after the state reviews the application and affirmatively approves it ('manual*' states). 
Due to the overwhelming number of applications that have no disdosable events^ the 
additional resources necessary to be a manual state are considerable. Those states that 
have the ability to ailocate persoiuiel resources to perform the ‘'manual' review choose 
to do so to provide a more thoroug)r evaluation of all applications before them as part 
of their 'gatekeeping" function of licensing agents. In addition, some states have 
determined tirat being a 'manual' state is necessary because of the lack of confidence 
offered by the CRD that system checks are beirrg consistently and correctiy applied. 

Some of the added value manual states are able to provide include: reviewing all 
disclosures, including those that may be available because of martdatory fingerprinting 
that are not captured on tire Form 11-4 fe.y.. trotrfinancial rrtisdemeanors); poforming a 
"true" completeness check on all questions of the Form U-4 to ensure full answers fee.. 
incomplete answers to residential or business addresses);’^ checking the accuracy of 
answers to the extent possible by comparing agents resporrses to any databases ffie state 
may maintain internally (e.e.. securities enforcement databases, state police databases); 
and assuring that all state qualifications have been met, such as exam qualifications™ or 
restrictions on dual licensing by an agent with two different broker-de^er firms. 

2. Atnmmed But NotAvatmed: CRD UMBO 

As discussed earlier, most states will not approve an application until all of the 
CRD data deficiencies and NASDR disciplinary reviews are completed fi.e.. when the 
NASDR application status is approved). States do not consider tire application pending 
for their review until the NASDR review is complete. Some applications, however, are 
wrongfully moved into the states' acceptance queues while the application is still 
NASDR-pending. Once the application is moved to the states' acceptance queues for 
approval, the system does not have the ability to chairge the NASDR status line from 
pending to approved. Therefore, the application could maintain an NASDR pending 
status indefirritely and appear to the states tirat the application has not yet bem 
approved by the NASDR The applicant will custorrrarily inquire with the states why 
action on the application has not yet been takerr. As a result of such inquiries states 
learn that the application has received NASDR approval although that is not the status 


V SS£ Exhibit K, Example of Incomplete Application of an NASDR-Approved Agent Deficiency 
letters from Iowa to applicants regarding incomplete answers to questions on the Form U.4. 

™ gg£ note 36, suoia. 
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indicated on ttie CRD system. In ttiose drcumstanees, flie state or the applicant must 
notify the CRD to place the application back into the NASDR approval queue so it can 
reflect NASDR approval and so indicate to the states. 

Once again, the agent suffers the consequences of this system error and is unable 
to become licensed by a state until rectified. Reports of these instances are numerous 
an^ only technology changes can correct the problem. 

E. nifBcuHy. Inability to Access CRD Data and Generate Reports 

Under the current CRD system, a state cannot generate its own printout of CRD 
information relating to particular criteria - a report. For example, a state cannot obtain 
directly from the CRD a report of all agents currently registered with the state, nor can 
it produce a report of all agents with disclosures relating to criminal convictions. The 
current system cannot generate reports except upon request to the NASDR creating a 
"special order." This process is neither quick, nor free; a report can take months to 
produce and cost the states hundreds of dollars.” 

F. Difficulties: Miscellaneous 

The current CRD periodically demonstrates through other system glitches the 
strain that is being placed on the present outmoded technology.* 


V. THE REDESIGNED CRD SYSTEM. 

For approximately the past seven years, NASAA has worked with the NASDR 
on their redesign of the CRD system, which anticipates not only upgraded technology 
but a new format of the database information to allow more efficient interaction with 
the data. Although the NASDR conducts the daily operations of the CRD as a system, 
the concept of the CRD and the database is joinfly owned by NASAA, on behalf of the 
states, and the NASDR. The CRD is the comprehensive archives lor state licensing 
records. As such, the states provide a significant cost savings to the industry because 
neither the industry, nor the states (although required to meet state open record and 
record retention laws), are required to maintain separate paper filings, either of which 
would add costs to the licensing process. Due to the significant changes that have 
occurred in technology over the past 16 years when CRD was first designed, the size 
and breadth of the database, and the numerous users of the system, the redesign has 


” See Exhibit T, State Examples of Difflculties in Obtaining Reports from the CRD. Butses 

processing form and related costs for generating reports on iiuurance agents. 

•a See Exhibit U, Memorandum Regarding State DifBciilties with the CRD System from Denise 
Alaimo to NASAA Legal Deparbrient Re: Problems wift the CRD Systerrc 
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taken much longer <lun expected and has had a few folse starts. Most recently, the 
NASDR determined that a comprehensive technology reassessment was needed on all 
of the NASDR's databases, including die CRD, to determine the long-term viability of 
ttieir redesign approach. It appears that as a result of the reassessment, the 
in^lementation of the redesigned CRD, could be delayed as much as two additional 
years. 

A description of die enhanced functionality and the new features to be 
iiuxnporated into the redesign of the CRD system (despite which technological 
approach is taken) are set forth in an agreement between die NASD and NASAA (the 
'NASD/NASAA Agreement”). The diree most important features of the redesigned 
system include an improved format for die use, display and retrieval of disciplinary 
and odter regulatory information disclosed by applicants, an expedited relicensing 
process, and the replacement of paper submissions which need be inputted into ^ 
CRD by NASDR sfed widi electronic filings to be made direcdy by tte industry 
participants themselves. 

A. Improved Formatting. Profiling and Retrieval of Disclosure Information 

"The existing CRD system provides regulators with few sophisticated tools to 
effectively manage and expedite the licensing review process. One of the goals of 
redesigning the CRD system is to enable bodi industry and regulators to manage an 
effecdve licensing regulatory system. The goal of industry to speed up the registration 
process need not be inconsistent with the regulator's desire to have an efficient and 
timely way to regulate this area of the busirwss'*’ This quote from the NASD/NASAA 
Agreement reflects the need by all users of the CRD for a more efficient system and fiiat 
such enhanced efficiency will benefit not only the regulators, but die industry as well. 

One of die most fundamental changes to be made to the CRD system to enhance 
its efficiency and effecdveness is the creation of a database that is far more interactive 
rather than static for the users of the system and one that can profile the data in the 
system. "Every CRD user group recognizes diat the disclosure information maintained 
in the current CRD system is repetitive and difiicult to understand. There is uniform 
agreement among all CRD users that, in die redesign of the CRD system, disclosure 
information should be reorganized arul presented in a fashion that properly categorizes 
the type and nature of die information being conveyed."** Without thw 
improvements, die CRD system will remain unable to categorize, retrieve and present 
data in a rruutner that could be far mote useful to regulators in streamlining di^ 


SS£ NASD/NASAA Agreement Reiicensing Exhibit at 1 (on file at NASAA). 
NASD/NASAA Agreement Dixloaure Exhibit at 1. 
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licensing piocM. The ability of each state to customize CRD infonnationpuisiiaiit to 
their state review criteria is essential new functionality. 

In addition, another enhancement scheduled for rite redesign u the develofanent 
of a 'pass.throu^' function. *If documents, or additioiud details are required by 
regulators, dw QtD system win provide a pass^uough function to allow the firro to 
submit the docunwntation (electronically or otherwhe) to die regulator duough the 
CRDsystem. hnaging of standard documentation requited bv regulators fi.e.. coirrt 
documents for crimfoal convictions) will be utilized to allow the CRD system to 
maintain these docummita, and associate them with an agent's CRD record. Umswiil 
be able to determine what documents are on-file widi the CRD and may obtain a copy 
of these documents from the system through some electronic means.' ® 

The NAS3 has also committed to have the redesigned system provide more 
timely and informative notifications to the states on new or arriended disclosures.** It is 
evident that these addidonal enhancements to die CRD will gready a^ist state 
personnel in dieir licensing process. 

B. focpeditcd Relicensing Process 

As previous^ discussed, the current system is too cumbersome to permit states 
to review amendmoits to an initial application at any time other dian when an agent 
txansfors reaffiliates with a new Inoker-dealer, or if odierwise notified of an 
amendment relating to disdplinatyacdvfty. However, with the reorganization of die 
CRD database and the additional furvcdonkity outlined above, transfer applications 
could be processed mote efficiently. One of the undertakings of the NA^/NASAA 
Agreement is for the redesign of the CRD to incorporate an expedited relicensing 
process for transfers, unavailable currendy due to the inefficiencies of the CRD systeiiu 

An important feature of the anticipated expedited licensing process is the 
availability of a Temporary Registration. The Temporary Registradon will permit 
qualified applicants to automatically transfer to the new the broker-dealer and begin 
transacting business without having their application held up for state review at the 
time of transfer. The Temporary Registration requires die applicant to sign an 
acknowledgment that certain requirements have been met by die applicant and 
understandir^ and agreeing that die registration is only temporary and can be 
terminated by a state at any time. Aldiou^presendy the TAT system exists to allow 
those applicmits widiout any reportable events to tracer imme^tely, the Temporary 
Registration permits states to allow applicants having reportable events to tranter. 


KASD/NASAA Agreement Relicensing Exhibit at 1. 
SSS NASD/NASAA Agreement Disclosure Exhibit at 5. 
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reoognizhig ttw legMiatian is only temporaiy and the state can set paramelm for ttie 
types of r^ortaUe events diat mij^ be tmaoceptable to permit even a Ten^oraiy 
R^istration. 

The Temporary Registration, and die benefits it provides to agents by allowing 
diem to remain continuously employed, would not possible without die other 
enhancements to the redesigned CRD system, espei^y the reorganization of the 
disclosure information in a fashion that propeiiy categorizes the type and nature of the 
information. 

C HectronicHUiur 

Under the current system, agent applications are submitted to the CRD in paper 
form. The CRD system, at present, is not capable of receiving the application in 
electronic form. This necessitates that the information captured on ^ paper Form U.4 
be inputted into the CRD system or "data captured." Currendy, NASDR staff perform 
this function. Thus, before an agent's application can even beg^ to be processed 
electronically by the CRD system, some time delay is attributed to entering the 
application into the system. 

The NASDR is committed to redesigning die CRD system to permit direct 
electronic filing of agent applications by broker<iealers on behalf of dieir agents. Three 
of the primary benefits of electronic filing of agent applications include: eliminating the 
time delay associated with transforming a "paper" form U.4 into an "electronic" Form 
U.4; eliminating data redundancy as a result of agents utilizing existing CRD data as 
the starting point in making a filing; and eliminating die opportunity for errors 
resulting from die additional handling of the application caused by the need for its data 
entry into the system** Other benefits of electronic filing noted in the NASD/NASAA 
Agreement include: more appropriate disclosure data to be solicited from agents 
pursuant to revisions made to the form U-4 in expectation of the redesigned system; 
application data to be divided into administrative and disclosure categories; and all 
users will be able to print a copy of an electronic form as of a given time.** 

As noted above, the redesign of die CRD system is anticipated to resolve many of 
die issues oudined in die previous section. The states, through NASAA, have 
committed significant time and resources to die CRD redesign effint in order to bring 
the new system online as soon as possible. As efficient as the states are today in 


** As noted tn-thc NASD/NASAA Agreement, "Tills [etectronicfllixiglpiooeat win increase the 
efficiency of the licensing process both by eliminsting the burden of psper p r oce ss ing end by msking the 
fntng data available more quickly to CRD Statea." 

** SC£ NASD/NASAA Agreement Electronic Filing ExiilHt; at 3. 
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licensing agents, the redesign of die CRD wiB fmtiier tsdlltate agent Ikenring, as well 
as piovide states widi a better regiilatoty tool to enhance investor protection. 


VL CONCLUSION 

States are uniform, 'consistent in conduct or opimon,*^ in dnir licensing 
naubrematt* of broker-dealer agents. All states require the Form U-4 as die uniform 
form to license agents, all states process applications dirou^ the CRD system, all states 
accept fee payments dcdronically tfarouj^ the CRD system, and il an exam 
requirement exists, all states require the Series 63 exam or accept the Series 66 in its 
place. 

Licensing standards are also predominantly uniform amongst all jurisdictions, 
but in the instrmces of non-uniformity, the state securities agency is addi^ a much- 
needed screwing of agents to protect the citizens of the state. States can best monitor 
the local trends in the industry as the regulator who has hands-on knowledge at the 
local level because it receives the customer complaints. States can best monitor the local 
trends and be responsive to those trends as the regulator who is direcdy accountable to 
the citizens of die state. The unique position of state regulators as 'locd cops on the 
beat” provides these agencies the unparalleled opportunity to be proactive in agent 
licensing and preventing unmeasurable instances of fraudulent or unlawful conduct 


Ms. Blaine, NASAA appreciates the opportunity to assist the Commission in its 
study to Congress regarding state licensing processes of broker-dealer agents. Please 
feel ftee to contact dte undersigned at 801/530-6600 or the NASAA Legal Department at 
202/737-0900 should you have any questions or require any addidonal information. 


Sincerely yours. 





Mark)^^njEfin 
NASAA President 


cc: TlttHonOTable Arthur Levitt Chairman 


W^»ter'« NinA N«w Colfegiate Dk^otmy <1987). 
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The NASD would like to thank the Subcommittee for this opportunity to 
testify on micro-cap fiaud in the U.S. markets, the nature of the problem and our 
efforts to address it. America’s securities markets are essential to the capital 
formation process and economic well being of our nation. It is our job to work 
together with the SEC, the states, and others to protect investors and the markets 
from fraud and abuse of any kind. 

Your invitation letter asked for, among other things, our views on the nature 
of the problem, including recidivist individuals and firms, the role of the states in 
the licensing process, and any potential need for enhanced responsibilities for 
clearing firms in this area. 

I readily acknowledge that there are some dishonest individuals and firms in 
the securities business today. However, let me also say that the overwhelming 
majority of individuals in the securities industry are honest, ethical professionals 
who treat their obligation to comply with the law seriously and put the individual 
investor’s interest first. The problem firms represent a tiny portion of the more 
than 5,500 securities firms in this country and are for the most part firms that 
concentrate their activities in the securities of thinly capitalized, micro-cap 
companies. While these smaller companies may provide significant growth 
potential for investors, sales of securities of these companies are also susceptible 
to abusive practices such as misrepresentations, manipulation, false price 
predictions, and phony guarantees against loss. 

As securities regulators we must adopt a “zero-tolerance” approach to fraud. 
We must continue to look at ways of improving our enforcement and surveillance, 
as well as the rules we adopt to protect investors. We must also look at new ways 
of “investor outreach,” so that the individual investor is armed with the 
information he or she needs to resist the scamsters and make responsible 
investment decisions. I will speak about these matters today. 


THE NASD 


Let me briefly outline the role of the NASD in the regulation of our 
securities markets. Established under authority granted by the 1938 Maloney Act 
Amendments to the Securities Exchange Act of 1934, the NASD is the largest 


2 



254 


self-regulatory organization for the securities industry in the world. Every broker 
dealer in the U.S. that conducts a securities business with the public is required by 
law to be a member of the NASD. The NASD’s membership comprises more than 
5,500 securities firms that operate in excess of 62,000 branch offices and employ 
more than half a million regi^red securities professionals. 

The NASD is the parent company of NASD Regulation, Inc. (NASDR), and 
The Nasdaq Stock Marl^ Inc. These vtdiolly owned subsidiaries operate under 
delegated authority fiom the parent, which retains overall responsibility for 
ensuring that the organization’s statutory and self-regulatory functions and 
obligations are fulfilled. The NASD is governed by a twelve-member Board of 
Governors, a majority of whom ate non-securities industry affiliated. The 
NASDR subsidiary is governed by a 24 member Board of Directors, balanced 
between securities industry and non-industry. Board members are drawn fix>m 
leaders of industry, academia, and the public. Among many other responsibilities, 
the boards, through a series of s tanding and select committees, monitor trends in 
the industry and promulgate rules, guidelines, and policies to protect investors and 
ensure market integrity. 

NASD Regulation 

NASD Regulation is responsible for the registration, education, testing, and 
examination of member firms and their employees. In addition, we oversee and 
regulate our members’ market-making activities and trading practices in securities, 
including those that are listed on The Nasdaq Stock Market and those that are not 
listed on any exchange. Although activities involving these securities may be 
reflected in different quotation media, NASDR is ultimately responsible for 
regulating the trading activity of its members whether it occurs in The Nasdaq 
Stock Market, the over-the-counter market, or any other area over which the 
NASD has Jurisdiction. 

The 1,600 member staff of NASDR is devoted exclusively to carrying out 
the NASD’s regulatory and enforcement responsibilities. NASDR carries out its 
mandate fixjm its Washington headquarters and 13 district offices located in major 
cities throughout the country. Through close cooperation with federal and state 
authorities and other self-regulators, ovwlap and duplication is minimized, Seeing 
governmental resources to focus on other areas of securities regulatiotL 
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NASDR rulemaking is a widely participatory process with broad input from 
industry members, trade associations, other regulators, and the public. By the 
requirements of the Securities Exchange Act of 1934, NASDR rules do not 
become final until they are filed with and approved by the SEC. The SBC staff 
carefully reviews each rule filing and publishes NASDR rules for comment in the 
Federal Register. 

NASDR has examination responsibilities for all of its 5,500 members. In 
addition to special cause investigations that address customer complaints and 
terminations of brokers for regulatory reasons, NASDR has established a 
comprehensive routine cycle examination program. This program is carried out 
through a regulatory plan that focuses each District's examination efforts on the 
firms, individuals, issues and practices that present the greatest regulatory 
challenges and concerns. Annual on-site inspections are conducted of high 
priority areas. In addition, NASDR has established an examinatimt frequency 
cycle for all of its members, which is based upon the type of business conducted 
by the member, the scope of that business, the extent of customer exposure, 
method of operation, past regulatory history, and other factors. During 1996, 
almost 2,400 main office routine examinations were completed and over 5,200 
customer complaints and 3,892 terminations for cause were investigated. 

Another key factor in NASDR's overall regulatory program involves 
developing and administering qualifications testing for securities professionals. 
All sales and supervisory persons associated with NASD member firms must 
demonstrate a requisite understanding of the products offered by their firms, as 
well as regulatory requirements for the functions they are to perform for their 
employer-members. Individuals acting in a management capacity must pass the 
appropriate principal's examination, while sales persoimel must demonstrate 
specific understanding of the products they intend to sell and the regulations that 
govern those products. In 1996, NASDR administered its 29 different 
qualifications tests to 267,000 individuals. 

The Nasdaq Stock Market 

The Nasdaq Stock Market, Inc., develops, operates, and regulates a variety 
of marketplace systems and services. The Nasdaq Stock Market is the largest 
electronic, screen-based stock market in the world, capable of handling trading 
volume in excess of one billion shares a day. Today, more than one-half of all 
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equity shares traded in the United States each day are traded on Nasdaq. 

Companies trading either on Nasdaq’s SmallCap Market or the Nasdaq National 
Market -- the two respective tiers of The Nasdaq Stock Market ~ are required to 
make extensive financial disclosure and meet well-established listing standards. 

As I will discuss, these standards are being strengthened, particularly in the 
Nasdaq SmallCap market. 

The Over-The-Counter Market 

While not part of The Nasdaq Stock market, the NASD has regulatory 
responsibilities for what is known as the OTC or over-the-counter maricet. The 
over-the-counter market is a vast amalgam of publicly traded companies that list 
neither on Nasdaq nor on any exchange. Contrary to a popular misconception, 
often perpetuated by unscrupulous operators, the over-the-counter market is not 
Nasdaq. The two are separate and distinct. It is in the thinly traded, micro-cap 
securities that characterize the over-the-counter-market where we find great 
]x>tential for fiaudulent activity. 

There are several reasons for this. First, thinly traded stocks typically have 
a small market capitalization. Accordingly, they are more easily subject to 
manipulative practices by unscrupulous brokers, issuers, and promoters. Second, 
a significant number of OTC comparues report absolutely no information to the 
SEC, makine their financial situation a virtual blank slate to investors. While 
some of these companies make financial information available, what reaches 
investors is not required to be subject to accounting auditing standards. Third, 
there is no minimum price that an OTC company must maintain to trade. Stocks 
in the OTC market can and do trade for mere pennies, and indeed the OTC is 
where you find the so-called “petmy” stocks. 

A part of the over-the-counter market is what is knovm as The OTC Bulletin 
Board. While it is a system operated by Nasdaq, the Bulletin Board is markedly 
different and separate and distinct from The Nasdaq Stock Market. It is an 
electronic quotation service for subscribing members. While the system displays 
real-time quotes, last sale prices, and volume information in domestic securities, 
there is no formal legal relationship between the OTC issuers whose shares are 
quoted there and Nasdaq. The companies need not meet any listing standards to 
have their stock included in the Bulletin Board. There are no periodic reporting 
requirements for continued inclusion in die service; only limited phone, contact. 
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and address information is available in the OTC Bulletin Board company listings. 
This system provides a centralized and automated alternative to the Pink Sheets, 
which historically have been published on paper once each day, but which are now 
available electronically via market data vendors. 

A misperception that is fiequently fostered by scam artists is that trading on 
the OTC Bulletin Board is akin to trading in a highly regulated market such as 
Nasdaq. They will often refer to an OTC stock as listing on “Nasdaq’s OTC 
Bulletin Board” or on “the Nasdaq OTC” or some other deliberately confusing 
variation that improperly links the two. As I will describe, we are considering 
several approaches to more effective regulation of the OTC markets as a whole 
and the OTC Bulletin Board in particular. 

NASD REGULATION’S ENFORCEMENT RECORD 

As these hearings demonstrate, we as regulators must redouble our efforts in 
the micro-cap area. NASD Regulation has already begun to do so. In 1996, we 
significantly increased the number of staff dedicated to regulation and 
enforcement by adding more than 150 new positions. By the year 2000, NASDR 
plans to spend more than $ 1 00 million to enhance its systems for market 
surveillance and increase examination, surveillance, enforcement, and internal 
audit staff 

We are already beginning to see the finits of our investment. In 1996, 
disciplinary actions brought by the NASD reached 1,200, an increase of 12 
percent over the prior year. Last year 394 individuals were barred and 204 were 
suspended. Disciplinary fines collected increased by almost two-thirds and the 
number of firms expelled from the NASD increased by approximately 20 percent. 
In addition to disciplinary fines, orders of restitution to investors reached $21.8 
million in 1996. 

Enforcement Cases 

In our focus on the microcap market, we have brought many significant 
cases in recent years, including: 


Stratton Oakmont — In December of last year, NASD Regulation expelled 
Stratton Oakmont from the securities industry. Following our own disciplinary 
proceeding and prior actions by the SEC and at least 19 different states, NASD 
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Regulation expelled the firm and barred its president and its head trader fiom the 
securities industry. The head trader has appealed the case to the SEC. This case 
imposed restitution and fines in excess of $1 million. Another complaint was filed 
last year against Stratton Oakmont and otiiers alleging that the firm made 
approximately $28 million in illegal profits during the first day of aftermarket 
tradii^ of five, small stock offerings. Other enforcement actions against those 
directly re^nsible for the firm’s actions are contemplated. 

Hibbard Brown — Innocent investors are too often the victims of exploitation by 
aggressive sales tactics. This happened witii a shell company called Site-Based 
Media. Working with the New Jersey Bureau of Securities, tiie NASD reviewed 
ova: 6,000 trades and uncovered fraudulent tactics by the firm of Hibbard Brown 
that generated $8.7 million in illicit profits in just ei^t days. 

Hibbard and its sole owner Richard Brown were subsequently expelled by 
the NASD and ordered to pay $8.7 million back to retail customs. Additionally, 
the firm’s head trader and Brown were barred and fined. We continue to 
prosecute former Hibbard employees for their conduct with the firm. The 
investigation brought to light hundreds of examples of improper sales tactics, 
ranging from guarantees against loss, to unauthorized trading, to high pressure, 
intimidating, Mly scripted sales pitches. Indeed, sales reps at Hibbard, in addition 
to being required to read from scripts, were encouraged to call customers 
continually, even if the customer refused to do business. To date, 1 3 branch office 
managers and registered representatives have been barred for their abusive sales 
practice activities. 

A.R. Baron — In May, the Manhattan District Attorney announced the indictment 
of A.R. Baron & Co., Inc. and the arrest of 13 individuals for cheating thousands 
of investors out of more than $75 million. The individuals and the firm, which is 
now defunct, were charged with participating in a pattern of criminal activity. 
Included in that pattern were lying to investors to induce them to buy certain low- 
priced securities; manipulating the markets in certain micro-cap stocks to benefit 
themselves and their frivored customers; making uruuithorized trades in the 
millions of dollars; refusing to honor its customers’ directives to sell securities in 
their accounts; outright thefts from investors; and forging documents to prevent 
detection of their crimes. Four NASD Regulation examiners from our Chicago 
office worked closely with the Manhattan DA throughout this important 
investigation. 
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NASD Regulation has brought its own cases against A.R. Baron, its 
principals and reps. In one of those actions, the firm paid more than $1.5 million 
in restitution to customers and fines for charging fioudulently excessive markups 
in more than 200 separate transactions. Other cases against Baron’s brokers are 
still pending. 

D.H. Blair — In August, D.H. Blair & Co. Inc., was fined $2 million for 
overcharging its customers and for engaging in fiaudulent pricing activity. Blair 
will repay almost $2.4 million to investors who were overcharged as the result of 
fraudulent and excessive mark-ups in 16 securities. D.H. Blair’s chief executive 
officer and head trader were also fined a combined $525,000. More than 3,100 
retail customers fi'om 43 states will receive restitution payments. 

The firm charged excessive markups in 16 Nasdaq SmallCap securities 
whose Initial Public Offerings (IPOs) were underwritten by D.H. Blair Investment 
Banking Corp. NASD Regulation found mark-ups greater than 10 percent (a level 
considered finudulent) in 14 of the 16 securities that D.H. Blair Investment 
Banking Corporation had underwritten. D.H. Blair placed virtually all of the 
offerings with its own customers and controlled the after-market trading in all 16 
securities, in some cases for up to four and a half months after the IPO effective 
date. 


As part of the settlement, D.H. Blair is also required to hire an independent 
consultant to review and monitor the firm’s trading, sales, supervision, and other 
compliance-related policies and practices for two years. This consultant will also 
recommend necessary improvements, which the firm must implement. 

Test Cheaters — Finally, every investor has the right to expect that his or her 
broker is honest and understands the securities markets and its regulations. This is 
the cornerstone of investor protection. To fulfill this responsibility, NASD 
Regulation last month aimounced that it had barred, censured, and fined 20 more 
registered representatives suspected of paying an impostor to take a qualification 
exam on their behalf More than $1.8 million in fines and forfeited commissions 
were assessed against these brokers. This brings to 41 the number of suspected 
“test cheaters” we have thrown out of the industry. NASD Regulation has also 
worked closely with the Manhattan District Attorney’s office in the indictments of 
52 impostors and others implicated in this matter. 
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STRENGTHENING INVESTOR PROTECTION 

A strong regulatory response is needed to the problems in the micro-cap 
market We have already made this area a prime focus of our regulatory program, 
but we need to expand our efforts even further. The NASD is actively studying 
this market, particularly the OTC Bulletin Board, to determine what rule changes 
and enforcement initiatives are needed to address the problems we see. Investors 
need to have access to more accurate and current information about the companies 
whose shares trade there. Too often the only information investors have is the 
misinformation and hype posted on a stock promoter’s Web page or the pie-in-the- 
sky promises made by a brash cold-calling broker. 

We must take a hard look at whether there should be higher threshold 
standards for including a stock in the Bulletin Board. We will look closely at 
whether a company that is unwilling or unable to provide full and timely 
disclosure of information to the public or to regulators should be given quotation 
visibility on this electronic medium. Such a proposal could limit quotation on the 
OTC Bulletin Board to companies filing periodic reports with the SEC or banking 
or insurance regulators. 

We must also work with the SEC to strengthen the tools we have to keep the 
shares of bogus companies from being traded in the over-the-counter market in the 
first place. This can be accomplished by toughening and clarifying the rules we 
have to prevent broker-dealers from initiating or continuing to quote an OTC 
security when they do not have current reliable financial and other information 
about the issuer. In particular, we are considering whether to prohibit broker 
dealers from recommending a transaction in an OTC security unless they have 
first reviewed the issuer’s current financial statements and reasonably believe that 
they are accurate. 

In addition, we need to explore rule changes that would place tougher new 
requirements — beyond the existing suitability requirements — on brokers to 
confirm with their customers, based on objective criteria, that purchases of these 
types of securities are suitable investments. We are also looking at ways that 
brokers can be required to disclose to their customer’s specific information about 
these types of investments and their differences from those traded on The Nasdaq 
Stock Market. We will determine if there is a need for increased regulation on the 
operation of the OTC Bulletin Board, such as the authority for the NASD to halt 
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trading' Under certain circumstances, including when a foreign regulator issues a 
quote halt in the stock for regulatory purposes. 

' I . ■ ’ 

Finally, we must be mote proactive in educating investors on the specific 
and unique characteristics of the OTC equities markets. The NASD has already 
begun a program to educate investors about the specific characteristics of the OTC 
Bulletin Board, the Pink Sheets, and other quotation media. The program will 
emphasize the distinct differences between those markets and The Nasdaq Stock 
Market In addition, the program will describe to investors the risks associated 
with the OTC equities maricetplace, including that certain issuers in this 
marketplace are not subject to listing or maintenance standards. 

REPEAT OFFENDERS 

One of the best ways to protect the public from securities fraud is to help 
ensure that those who have previously broken securities laws are not allowed to do 
it again. Securities regulators monitor the activities of past offenders to assure that 
they do not repeat their transgressions and cause more harm to investors. This is 
accomplished by better regulator and investor access to information on past 
violations, punishing repeat violators more heavily, and more closely monitoring 
firms that hire past violatorsi Coupled with these efforts the NASD has a rigorous 
process in place that makes it difficult for expelled members or barred brokers to 
re-enter the industry. Where barred brokers reappear as promoters and officers of 
companies that are suspected of wrongdoing and are beyond our jurisdiction, we 
will refer those cases to the SEC and other enforcement agencies. 

One of the primary methods of defense against r^idivism is to ensure that 
violators are widely known to those who must license them or who might do 
business with them. Through the NASD’s Central Registration Depository 
(CRD), all federal and state securities and futures regulators are quickly made 
aware of an individual’s violations. This extensive database, which is presently 
being revamped, incorporates an individual’s disciplinary history as part of his or 
her permanent record. 

This same system also forms the base of the NASD’s toll free Hotline, 
which permits investors — without charge — to check out an individual or firm’s 
regulatory history, including prior violations, before doing business with them. 
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The NASD’s Sanction Guidelines, wMch are used by its disciplinary 
committees and heming officers to decide on appropriate punishment for securities 
violations, also come down hard on recidivism. These Guidelines reflect the 
NASD’s belief that a primary objective of its disciplinary process is to deter future 
violations by imposing progressively escalating sanctions on repeat offenders. 

If an individual defies a bar against working in the securities industry, the 
NASD will then sanction the firm and its responsible principals for employing the 
violator. The NASD has brought several cases in recent years against firms who 
have employed barred or disqualified individuals, as well as against individuals 
who have misrepresented their disciplinary history on their official NASD records. 
However, since the NASD is a membership organization, it can only sanction its 
members and dieir associated persons. Thus, if a barred individual engages in 
securities fiaud outside of a member firm as, for example, a promoter, the NASD 
must refer the matter to the SEC, state regulators and, in the most egregious cases, 
criminal law enforcement agencies. 

Individuals and firms that are barred fiom the securities industry are 
allowed back only through a formal, rigorous process designed to minimize 
recidivism. Those who have committed specified crimes or have been barred or 
enjoined by the SEC or barred by a self regulatory organization are disqualified by 
statute fiom association with a broker. Reentry into the securities industry after a . 
statutory disqualification is a relatively rare event For example, in 1996, the 
NASD barred 394 individuals. During that same year, the NASD received no 
applications for re-entry fiom individuals that it had previously barred. 

A person is subject to a statutory disqualification if he or she has committed 
any of the offenses listed under Sections 3(aX39) and 1 5(bX4) of the 1 934 
Securities Exchange Act or Paragraph II, Section 4 of the NASD’s By-Laws. The 
offenses include any felony conviction within the past ten years and misdemeanor 
convictions involving securities, theft, fidse statements, bribery, forgery, and 
similar crimes. Injunctions obtained by the SEC, Commodity Futures Trading 
Commission, or state regulators against violations of securities and fiitures laws 
and bars imposed by the SEC, CFTC or futures and securities self-regulatory 
organizations also constitute statutory disqualifications. 


Statutorily disqualified individuals can seek re-entry into the securities 
industry through NASD eligibility proceedings. NASDR Member Regulation 
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may also bring a proceeding to disqualify from NASD membership a firm that is 
employing a statutorily disqualified person. In either case, a hearing is held before 
a bearing panel of the NASDR’s Statutory Disqualification Committee. In the 
case of an eligibility proceeding, the statutorily disqualified individual and his or 
her proposed supervisors are required to attend. Hie hearing panel obtains 
information about the firm, the supervisors, the proposed supervision, and the 
individual’s proposed activities to decide on the individual’s proposed or 
continued employment in the securities industry. 

In both eligibility and disqualifications proceedings, the hearing panel will 
make a recommendation to NASDR’s Statutory Disqualification Committee, 
where it will be reviewed by the NASD’s National Business Conduct Committee, 
the NASDR and NASD Boards and the SEC. 

The individual must show that the employment should be permitted in spite 
of past misconduct, considering the gravity of the disqualifying misconduct, the 
time since it occurred, the criminal sentence or injunctive restrictions imposed, 
and the potential for future regulatory problems. The individual’s firm must show 
that it understands the need for — and has the capability to provide — adequate 
supervision over a person with a statutory disqualification. 

On August 7, 1997, the SEC approved important changes in the procedures 
that the NASD employs to review statutory disqualification applications or to 
disqualify firms that employ statutorily disqualified individuals. NASDR’s staff is 
now authorized to participate in application and disqualification hearings as a 
party. This means that NASDR staff will be able to initiate disqualification 
proceedings and advocate a position that it believes the NASDR Statutory 
Disqualification Committee should take in eligibility hearings. 

NEW NASD RULES TO COMBAT FRAUD IN THE MICRO-CAP 
MARKET 

NASD Regulation combats fraud in the micro-cap market not only with 
enforcement actions directed at specific firms and registered reps, but through 
aggressive new rules as well. These rules apply to all of our members and all of 
their associated persons. While you requested in your invitation letter that we 
specifically address the issue of the responsibilities of clearing firms, we also need 
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to report to you on other initiatives, including those involving cold calling, taping 
requirements, the Internet, and listing requirements. 


Clearing Firms 

A focus of these hearings has been the responsibility of clearing futns, and 
your invitation letter specifically requested our views on enhancing the role of 
clearing finns in the regulation of thinly capitalized introducing firms. This idea 
is one on which we have been already acting. We are working hand in hand with 
both the SEC and the New York Stock Exchange to eiqjlore imposing, through 
across-the-board rulemaking, new reporting responsibilities on firms that act as 
clearing brokers for other fimu. These proposals would require clearing firms to 
provide information that will allow self-regulators to better monitor the activities 
of the firms on whose behalf they clear trades — so called “introducing firms.” 
Under proposals that that are being considered by our Board, clearing firms will 
be required to report to the NASD or other Designated Examining Authority 
certain written complaints that they receive on activities of the introducing firm, 
and forward all complaints received to the introducing firm. The clearing firm 
will also be required to make available to its introducing firms reports and 
analyses of the introducing firm’s own activities. 


Taping Rule 

When we succeed in putting a recidivist firm out of business, our job is not 
over. Sometimes the principals in those firms turn around and form new firms 
under a different name, other times the brokers go in clusters to existing broker- 
dealers. When a large number of these brokers become employed at another 
broker-dealer, this raises the risk that their new firm will have significant sales 
staff who may not have yet forgotten their old bad habits. In addition to our 
statutory disqualification program I described earlier, the NASD Board last month 
attacked this problem in a new way by approving and sending to the SEC for its 
approval a rule that would require brokerage firms to tape all customer sales calls 
for two years if a certain percentage of the firm’s brokers worked for firms that 
have been eiqjeiled for telemarketing fiaud or sales practice abuse. 
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Telemarketing 

We have seen too many instances where investors become the unwitting 
victims of “cold calls” and high pressure sales tactics. These tactics are used by 
certain brokers to convince an investor to purchase stock over the telephone from 
a broker they do not know and, in all likelihood, would never want to know. 
NASD Regulation has responded to abuses of this type by adopting 
“telemarketing rules.” In 1995, we adopted a “cold call” rule iat requires NASD 
member linns to keep .“do not call” lists of persons who do not wish to receive 
telephone solicitations from the securities firm or its brokers. More recently we 
have strengthened the regulation of this area by prohibitihg firms and their brokers 
from telephoning a noncustomer’s residence to sell securities during certain times, 
unless they have the prior consent of the person. In addition, in making these 
calls, member firms and brokers must immediately give their names, the name of 
their firms, their telephone number or address, and state that the purpose of the 
call is to sell securities or related products. 


Electronic Media and The Internet 

The use of electronic media — including the Internet and e-mail ~ to 
disseminate securities related information has grown enormously. This is an area 
of concern to NASDR. This year we will implement an automated system that 
will greatly increase the range, speed, and early warning capabilities of our 
Internet surveillance. In addition to enhancing our technology, we have filed 
proposed rule changes with the SEC that require member firms to establish written 
procedures for the review of electronic correspondence. 


Nasdaq Listing Requirements 

In August, the SEC approved new listing standards for Nasdaq listed 
companies. These standards will raise financial listing requirements significantly, 
eliminate issuers with a bid price below $1.00, and also extend corporate 
governance standards to all Nasdaq listed companies. These listing standards, 
which do not apply to companies whose shares trade on the QTC Bulletin Board 
or the Pink Sheets, will continue to improve the quality of smaller issuers on The 
Nasdaq Stock Market. 
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Earlier this year. The Nasdaq Stock Market significantly increased its listing 
qualifications staff and created and staffed a new Listing Investigations Unit - a 
group of accountants, investigators and lawyers who will proactively investigate 
Ae financial reports, business plans and odier filings of companies suspected of 
potentially fiaudulent behavior. Investigations conducted by the Department vidll 
focus on issuers that otherwise comply with Nasdaq’s listing standards, but may 
have issued false financial statements or otherwise engaged in fiaudulent conduct 
to become or renuiin listed on the Nasdaq. 

In addition, Nasdaq is completing development of an autonuited risk scoring 
system. This system, which uses advanced visualization tools, identifies 
companies with compliance profiles that suggest the need for heightened scrutiny. 


INVESTOR EDUCATION 

As you can see, investor protection initiatives through new rule proposals 
have been one of our highest priorities. We have coupled these efforts with an 
enhanced investor education and outreach program through our Office of 
Individual Investor Services. This Office was launched by the NASD in August of 
1996 and given a mandate to help focus the attention of the organization and 
industry on the individual investor. NASD Regulation believes that one of the 
most effective ways to protect individual investors is to provide them with 
information they need to make educated and sound investment decisions. 

Through this Office, the individual investor has a strong advocate within our 
organization. 

The foundation of this program is the NASD Regulation Web site 
(www.nasdr.com). This site provides investors a basic primer on how the 
regulatory process works, how investors can avoid problems before they occur, 
and steps they can take should they run into difficulty. The site contains an 
overview of NASD Regulation’s activities, information on investing wisely, 
timely messages on current regulatory developments, and descriptions of the 
arbitration and mediation process. It also allows investors the on-line ability to 
request disciplinary histories of brokers, file complaints, and comment on 
proposed rules. 

Noting the imp ortance of this information to investors, we have recently 
expanded the information available to investors about the disciplinary history of a 
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member firm or an associated person. Earlier this year, new rules went into effect 
by which we will publicize disciplinary complaints at the time they are filed and 
non-final “trial level” decisions in cases involving designated investor protection 
rules and statutory provisions. 

Our Web site is complemented by the NASD’s Individual Investor Services 
site (www.investor.nasd.com), which offers training on investment basics, 
guidance on working with a broker, market research, and a calendar of investor 
events. In addition, the NASD publishes an investor newsletter, makes 
presentations, and provides information at investor forums. And, continuing to 
focus our efforts on the use of electronic media, NASDR initiated an Internet 
Education program. The key element of this program is a brochure distributed 
free to investors through the NASD and its member firms either on-line or by 
mail. This brochure provides guidelines for using securities information on the 
Internet safely. 

Another way in which the NASD is trying to educate investors so that they 
can protect themselves are two pieces of literature that we have created titled 
“There are Rules to Protect You When Stockbrokers Call” And “What To Do If A 
Broker Calls To Pitch An IPO (Initial Public Offering).” These short pieces are 
designed to be distributed widely to consumers as envelope stuffers or short items 
in newsletters, to inform them of the requirements placed on brokers making sales 
calls in general or calls for an IPO in particular. We are now working with 
utilities in the New York area to include the pieces in their monthly statements. 

STATE LICENCING AUTHORITY 

Your invitation letter requested our views on whether state authority to 
license broker dealers and their registered representatives is critical to protecting 
small investors. Your question is timely because the SEC is now studying this 
important question under a Congressional mandate from last year’s National 
Securities Markets Improvement Act. 

Broker dealers and their registered representatives are licensed by more than 
one regulator. Federal law requires that all firms doing interstate securities 
business must register with the SEC and the NASD. Representatives working for 
those firms must register with the NASD and the stock exchanges, who license 
them after they complete written exams and background checks. 
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In addition, states require licensing of firms and representatives that do 
business in their state. Thus, for example, if a registered representative working in 
the New York office of a New York firm does a certain amount of business with a 
resident of Indiana, that representative and firm must be licensed in Indiana. 
Although most self-regulatory organiiation and state registration is carried out 
through the Central Registration Depository system that the NASD operates, not 
all states apply the same standards to the firms and representatives that they 
review for licensing. 

The SEC’s study of this complex issue is due shortly under the National 
Securities Markets Improvement Act. We believe that the Commission would be 
best equipped to provide the Subcommittee with assistance on the question that it , 
poses, and would refer you to their upcoming report. 

CONCLUSION 

In closing, I wish to emphasize that the NASD is committed to providing a 
fair, well-regulated environment for the trading of all securities, even the most 
thinly-traded stocks. We must do this while at the same time providing legitimate 
small, entrepreneurial companies access to capital. Significant enhancements to 
investor protection have been made in the micro-cap market; however, as these 
hearings and our own experience demonstrate, we must all do much more. And 
more will be forthcoming fi'om the NASD. Thank you. 
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II. Background 3 
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B. The Fraud 4 
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IV. Clearing Firms: What Is Their Re^nsibility, If Any? 11 
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B. A.R. Baron 17 

C. BRE-X 17 


I. Introduction 

The Permanefit Sidtcommittee on InvesdgatioRs will hold an overview hearing on Monday, 
September 22, 1997 at 1:30 p.m. in SD-342 on fraud in the micro-capital or ^‘penny stock” 
m^ets. Micto<^ stodcs generally ate low-priced, high-risk, thinly traded securities of start-up 
companies. We have asked the prospective witnesses to testify on the following topics: 
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1. What linti of fiaud is occurring m the micrD-cq)ital niarkets? Howprevalent 
are oold-caUing scams, sto^ aumipulation s^temes and unauthorized trades? 
Has the inddence of sudi conduct ioCTeased in recent years? 

2. How does &e U.S. Seoffities and Excfaan^ Commission (SEQ woric with the 
States and self*regulating oiganizations such as the NASD-Regulatioa to 
ensure diat repeat ofifimders stay out of the securities industry? Is diere a 
repeat offender problem in this industry? 

3. In connection with die SBC study of State licensing of bixdcer-deal^ sales 
agents as tnunriatwi by the National Securities Markets In^nxivemrat Act, 
vriiether the SEC considers meaningful State authority to license brokerage 
firms and their rep r es e n tatives critical to protecting sodall investors? 

4. Whether firms that act as clearing I»okas for mtroducii^ firms should have 
enhanced re^nsibilities to ensure that thinly capitalized or othowise 
dishonest intr^ucing firms do not remain in the market? 


This is an overview hearing of micnxap fraud, a vehicle by \riiidi a panel of three 
investor victims will describe dieir experiences and by >^ch the regulators >- the States, the 
NASD-R and die SEC — will articulate wiiat th^ are «ioing about the i^oblem and udiere dieir 
mutual cooperation woiks, and where it does not. The Subcommittee has divided its witnesses 
into three panels: 

Panel 1 (xesents Arthur Levitt, Qiaiiman of the U.S. Securities and Exchange Commission 

(SEC). 

Panel 2 will be con^iriaed of three invesdx' witnesses vdio were victimized by penny stock 
scams such as cold calling, stodc manipulations and unauthorized trades. These witnesses will 
set the stage for the hearing, laying out facts tyfucal of penny stock scams. 

Panel 3 consists of Mary Shapiro, President of NASD Regulation, Inc. (NASD-R), the 
regulatory and enforcement arm of the Nasdaq (who will testily about NASD-R*s efforts to shut 
down penny stock semis) and losq^ Borg, Director, Alabama Securities Commission (>idio will 
testify about State registration laws as a vehicle for policing the micro-ciq) markets and who will 
also testify about shutting down an infamous firm, Stratton Oakmont). This panel also presents 
a lawya who r ep r es en ts the Ontario Securities Commission, David A. Hausman, vdiose testimony 
will address the BRE-X case in particular (perhaps the most egregious recent instance of penny 
stock fraud). His testimony also will address the interoationalization of penny stock scams and 
their reported prevalence in Ontario and their impact on American investors. 

This memotaodum proceeds with background relating to the growth of the stock market 
and the scams that are victimizing the public. It then touches on some of the regulatory 
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implicatioiis (e.g. stale registradoii of broker dealers and die role of clearing firms) of penny 
sto^ fraud that ultimately may be predicates to reducing die fraud. 

n. Rarirpninvl 


A. Hie Market : 

Soaring stock values have directly added more than $3 trillion in weald) to the balance 
dieets of U.S. housdiolds since 1991, according to Mar^ 1997 Federal Resa>« data. Add in 
stodcs held pensioo plans and life Insurers and the 1990s bull maricet has created more duui 
S4.S tiillioD in household wealth ~ equal to about half the total ouq>ut of the U.S. economy for 
an entire year. 

Indeed, stocks are much more widely held than they woe a decade ago. According to 
the Federal Reserve, more than 41% of U.S. households ow^ stocks in 1995, the latest period 
frir wfaidi figures are available. That was up firmn 37.2% in 1992 and 3 1 .7% in 19S9. The rise 
amrag middle-mcome families has been even toon dramatic. Since 1989, stock ownoship has 
nearty doubled fix bousefadds in the $10,000-$25,000 incmne Ixacket and increased 44% in the 
$2S,000-$SO,000 bcadot Thou^ by most accounts institutional inve^rs laid to dominate the 
finandal markets, friey hold only ocie>haIf of the total equity in U.S. public corporations. 
&naU investon not affiliated widi institutional investors such as mutual funds and pensions, still 
hold a significant part of the balance of publicly b^ U.S. ctxporate equities. Within this 
community of investors, mm^ are described as savvy and sophisticated. However, a 
significant number generally are poorly inftxmed and unsophi^cated. One securities regulation 
scholar has observed: 

. . . (w]hUe institutional ownership has increased spectacularly in the post-New 
Deal period, this trend is less important than the ^ more dramatic increase in 
individual ownership of U.S. securities .... 

Between 1929 and 1990, tiie luimber of U.S. investors increased over thirty-fold, 
from 1.5 to 51.44 million, and tiie propoctioQ of the U.S. population owning stock 
rose from 1.2% to 21.1%. Equidly significant is the fret that the vast majority of 
these iqvesuxs appears to hold relxtivety modes portfolios. In 1990, the average 
si 2 E equity portfolio was $1 1,400; 34% of individual duvebolders had portfolios 
valued at tiwi SS.OOO. These data are consistent with the further fact that the 
1990 median income of adult diarriiolders was $43,000 not notably higher than 
the $32,000 median income fi^r the achilt pc^julation in that year. . . . 

This data suggest tint a omniderabty greater number of unsophisticated individual 
investors trade today than did so in tiu early 1930s .... 

[Sdigman, **The Obsc^esoeooe of Wall Street: A Contextual Approach’*, Michigan 
Law Review (Frixuaty 1995) at 659-660.)] 
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Indeed, it is >videiy reported that many citizens that are victimized by penny stock fraud 
are elderly individuals v^iose savings present an attractive target for scam artists. Many victims 
also are middle<lass individuals with families, v^o, because of the bull-market and financial 
pressures, are testing the waters of the equities markets for the first time and thus may be 
vulnerable to fraud. 

B. The Fraud : 

This in cT wwt d entry into die equities market has givm rise to enhanced opportunities for 
fraud, pardculariy in the mkro-ctqNtal or ^‘penny stock” markets, defined in section S1(A) of the 
Securities Exchange Act of 1934 and SEC rule 3a51-l. The New York Attorney General’s 
Office estimates according to a 1989 study (die last such study), American investors 
annually lose $2 billion a year due to manipulatioa. In 1989, the Dow Jones Industrial Average 
was hovering around the 2,500 level. Query how much American investors lose annually to fraud 
now that the Dow has txoken 8,000? 

P enn y stock and micro-cap Stock fraud hardly is a new phenomenon. In the 1940s, 
worthless shares of mining stocks actively were sold to unsuspecting investors, mostly west of 
the Mississii^i. Beginning in the early 1980s, however, the number of broken^e firms that 
^ledalized in low-priced stocks increased dram^cally, as did the incidence of penny stock fraud. 
In die late 1970s and early 1980s, so-called ”peany stock” scams were rampant in Colorado and 
Utah M fftjl State securities officials moved in and shut them down. Although today's schemes 
resemble the of that earlier time, there ara significant differences. The most obvious 

differaices is the marketplace itself. Today, as noted above, there are far more moderate-income 
retail investors than ever. One in three U.S. hous^wlds now owns securities, compared with one 
in 17 households in 1980. Products are more sophi^cated and choices have multiplied. Due to 
the growth of 401(k) plans and other self-directed retirement programs and fears about the future 
of social security, people are encouraged to be more “aggressive” in their investments. The 
marketers of the most legitimate firms down to perpetrators of fraud are singing the same siren 
song: “you’ve got to be in the market or you’re going to be lefr behind.” 

Certainly, vrfmi no abuse occurs in micro-ci^ stock offerings, they can serve an important 
role in the American econcxny. Without this source of capital for smaller and riskier companies, 
many Arms would not become viable businesses. Void of manipulation, micro-cap stocks also 
can provide investors witii opportunities for high returns. But, regrettably, all too often this 
market provides fertile ground for those bent on fraud. The most widely publicized recent 
examples of micro-cq) fraud arc a series of actions filed by 20 States. On May 29, 1997 the 
North American Securities Administrators Association, Inc. (NASAA) announced that 20 State 
securities agencies' filed 36 actions against 14 firms in the largest nationwide crackdown ever by 


' The 20 States include Alabama, Ccnaecticut, Delaware, llUnois, Indiana, Mao'land, Massachusetts, 
Missouri, New Hampshire, New Jersey, New Mexico, New York, Ohio, Oklahoma, Pennsylvania, Texas, Utah, 
Vermont, Washii^on and Wisconsin. 
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the States aimed at bndcers seUing stocks ovct the telephone. The actions’ origins da te from the 
fall of 1996 when NASAA’s board of directors authorized a ^lecial project to address the 
problem of frauduloit sales practices in die micro<ap markeQ}lace. In January 1997, a strike 
force comprised of r^nescntatives from 12 Slates was created and divided into each 
targeting a particular firm. Four systemic abuses were discovered by Slate auditors and assailed 
by regulators: 

• Abusive cold calling practices by which target firms retied on high-pressure, 
script tdq^xxie cold calling techniques that included falsifying the livoker’s 
experience and performance, as well as outright lies (f.e., reading from 
scripts). Employees of these firms pressured victims into buying stock in 
unknown or non-existent con^ianies, then, once the price was driven high 
enough, insiders sold the stoct^ making a killing and resulting in spir aling 
losses to outsiders. 

AH of the firms and branches relied on high-pressure, scripted telephone “cold 
calling” practices.^ Many were classic boiler room eperatioos with long tables 
and to seven telephone stations per table. At one firm, all of the cold callers 
were on the first floor without any supervision. They “qualified” clients by 
determining their market assets and interest in the stocks that the firm was 
pushing. Average pay for cold callers is about S200 per week. At one firm, 
there was a score board listing stocks, customers, and other production 
information. One trade representative told an examiner that he made around 
250 calls on a good day, 70 on a bad day. 

A branch of Meyos Pollock had 90 telqi^one banks all selling one illiquid 
stock from a list that included Creative Medical Development, Princeton 
Dental Management and SmaitServe Online, Inc. A branch's telephone 
records showed 1 million telephone calls made in one month. 

* Sales practice abuses (examiners found a swarm of unlicensed solicitors who 
are accused of falsifying records, conducting unauthorized trades and failing 
to complete trades). The NASAA characterized unauthorized trading as 
“rampant” at all of the target firms, along with the falsification of firm and 
branch records. Customer account frxms were marked with the number of the 


“Ywi’ve got to understand", said the voice on the other end of the telephone, "typiadly, I don't make 
these type of cdls. Tve got people to do duL I've got 1 1 yews in this business iiid worked my wj^ up to senior 
vice presidoit with 400 dieats and $40 million dollan under nunagement. I don’t need this account, but I want it." 
The caller was attenifi^ to close a deal for an unknown micro-cap stock by trotting out some of his most 
imprmive facts. But it was all a lie. In fact, be was reading from a script. "Periups a return of 100 percent in 
20 minutes sounds a bit (BUmlittk”. die scan artist read from another script. “But that’s exactly bow all our initial 
public offrrings trade. We did three deals Urt ye» yielding cdleclively 34 poinis within the first ten days of trading. 
Ihat s a fact! All I ask for is your vote of confidence diis one time. I won’t let you down.” 
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registered repr es e nt ative the cUoits imdst diey had never ^ken to or 
traded vnth. Failure to execute sell orders (no cwnmission is paid on sell 
orders and there is no market until the next victim is found), unsuitable 
t ryo mp^^ Ti datio n s, »nd other unethical practices woa common customer 
r«nnptaint!B At 006 firm, a teview of thousands of customer accounts showed 
ihirf all of toe clients had bou^ only one or two stocks — stocks that only that 
firm was selling to the public. At a tune wtoen the NYSE average 
was being drivoi by the SO largest companies in toe SAP SOO, toese firms’ 
clients were investing solely in unknovm mioo-crq) companies.’ 

• Failure to report investor compUarus (examiners found hundreds of unreported 

investor complaints.) Mo^ of toe offices audited failed to have c entra lized 
procedures for and reporting custooaer complaints, as required by law. 

Nforeover, found filUin-toe-blaak forms to req>ond to unautoonzed 

trade mmplaint* to be filled in wito toe name of toe stc^ its value, and toe 
reason for toe imaurfinriTPd trade. One firm’s bran^ office had rqx)rted only 
one complaint to toe NASD since July 1, 1996, yet over 90 complaints ww 
recovered on-sHe by examiners. Another firm had no complaints on file with 
the NASD, but State officials fourKl over 300 throughout toe office. 

• Evasion of broker-dealer registration requirements through the use of third 
party frantoise agreemertts. Stocltorokers aixl toe firms that employ them, are 
required to register in the State in vtoich they do business. This requirement 
allows State officials to monitor toe activities of the firms in order to insure 
compliance wito laws designed to protect investors. Most of toe firms 
involved in toe swe^ were employing unregistered agents. Other 
requirements triggered by registration include keeping proper books and 
records and supervision of employees. Yet Meyers Pollack Robbms, otre 
problematic penny stock firm, claims thti its Inatrches are franchises in order 
to evade St^ supervisory requirements.^ 


* Mioo-ov miipiWinti achoDca uswUy have the following in common: (I) control of the stock by one 

broker or a small number of broken; (2) matched purchases and sales of the stock to drive the price up; (3) 
umaharemd piadian to drrm the price up or to the stock; (4) brge and excessive spreads between the “bid” 
aod “ad^ prices; (5) Use aid representations about the stock; and (6) tbe uhimme (kuiq>mg of the stock 

It an inflated price by the brokoa, insiden and others involved in tbe scheme. 

* With fimehise bmkr rociDs. re^steied brokerage finns sell their names mui licenses to “braDcbes” that 

operme indepeodeDtly, without superviskm. Ibe licensed firm may not have CT a t o m c r records or know about 
r« npiw.^ One firm dot «agi«es in this practice, Investors Associates of Hackensack, New Jersey, was tire ta^et 
of IS Sates* c iil bi o enretu eflbils. New Joaey issued a ceare mui desbt order and New York is seeking an injunmiao 
to bv the finn and its employees from maaiputating initial stock offerings, usmg u n l i censed tdenuriceters nd 
i gpwtrMn complaiirts. Thu appwent loophole in tbe law is one about which the witnesses should be 

questioned. 
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Fedenl audicnties, too, have been very active in stock schemes, the most recent 

and visible actkm toc^ friace in October 1996, when 45 individuals vfcre charged in the Southern 
District of New York with inducing brokers to buy stock for their clients in companies vriiose 
shares were being manipulated. The charges resulted from an FBI undercover sting <^>eration. 
At an October 1996 press co nfawice, &e United States Attorney for the Southern District of New 
York, Maty Jo White, said ill^al payments were wideq>read in the market for low-priced stock, 
where unregulated stock promoters and company officers use than to find biQ'ers for a 
cooqni^’s Abates. It is a vaiiatiott on a dienie: once the ^lare prices rise, the insiders dump their 
holdings at an artificial profit 

MaiQr of die firms diat deal in these securities employ brokers who jump from one firm 
to another. Indeed, recidivism is a recurring and troublesome theme. The regulatory process to 
bar rogue traders is lengthy and even once a traded has been excluded, it ^^lears that the 
exclusion may be circumvented by becoming a “consultant*’. It is not uncommon for these 
brokers to have a history of criminal convictions, arbitrations and an excessive number of 
cushxner complaints - or evoi to work without being properly licensed. Most of the companies 
that are being touted as “sure things” and “guarantee to double your money” are completely 
unknown to the public until the telephone rings at dinner time and a persistent broker cajoles 
scaneone into bu)^ the stock. Inde^ quite ofiea there might not be a market in these stocks 
without the aggressive telemarketing efforts of the brokerage firm. At some firms, more than 
30% of the conylaints involved mi s rqx tacn tations and more than 15% involved brokers* failure 
to sell a stock w4ien explicitly direct^ to do by their customers. 

III. State Registration of Broker Dealers And The SEC View 

On October 11, 1996, President Clinton signed into law the National Securities Markets 
In^MOvemait Act (the “Act”) u4uch directed the SEC to report to Congress on the uniformity of 
State licensiDg requirements of securities agous by October 1997. The Act represented the most 
significant overhaul of the securities regulatory Aructure in decades. Among other things, the 
Act divides responsibility for regulation of the financial markets between the Federal and State 
governments. This is relevant to penny stock fraud because insofar as states are on the ‘front 
lines’, the Act indirectly may dilute their ^ility to counteract fraud. 

Thus, the States’ special enforcement effort in May 1997 came as Congress, under 
pressure frKxn many large bn^cen^ furas and mutual fund companies to reduce State regulation, 
has been examining State actions. Under the Act, the States lost jurisdiction over large 
investment adrisers like mutual funds. Now die SEC is woiking on a i^x>rt, required by the Act, 
on State licensing of individual iMokers and firms, wfaidi also are governed on the Federal level 
by the SEC and the Naticaial Association of Securities Dealers. Securities firms argue that State 
efforts d^ilicate Federal work and waste time and money. Conversely, the States cite numerous 
instances vdiere their registration process succeeded in keeping out iixlividuals with sub-par 
records. New Yoric, for example has twice barred a felon who was convicted of first-degree 
robbery and attempted murder. Ohio recently barred a salesman, fq>proved by the NASD, who 
faced Federal chaiges of securities fraud. The NASD can pull brokers’ licenses for only very 
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^Tvi cmnot into account State actions, regulators say. Mcneover, the States 
re^Kxtd to all customer ctxnplaints, no mtfter how small.’ 

The Act. as noted above, in effect, made tbe regulation of mutual fund disclosures and 
adveilisii^ die exclusive pco^oce of die Federal government by pree mptin g State securities i^ue 
re^stiaticMi, merit review, and prospectus disclosure tequiiements fw investment conqMmes. 
Specifically, Tide I of the Act preempts State laws governing securities issuance and provides 
♦Kgf gftoM may not so-called “merits reviews of statutorily defined “covered securities*’ 

Merit reviews generally permitted the States cocmderable discretion into whether an offering m 
“&ir, just and equitable.” In addition, the Act prohibits States from placing limits or inqwsmg 
fimirfftiftnfl nn used in tfae ofi&T sod sak of “covered se^mties” (e.g., proqiectuses 

and advertising materials p re pa re d by or on behalf of tfae issuer). Utle 1 also preempts St^ laws 
that itnpftaft financial rc^Kuisibility. record keeping, reporting, mar^ or custody requirements 
inconsistent with or exceeding requiretDents eaablished under the 1934 Exchai^e Art. As a 
result, broker*dealets are no tonger subvert to differing State net coital and records requirements 
(ai fhnngh they wUl cootinue to register with States in which they do business). 

Under the Art, however. States main dieir jurisdiction to require registration of small-cap 
Nasdaq offtri n p^ tegiooal exchange offerings, and “pmk riieet” offerings, as well as other such 

securities diat are not listed on the NYSE, AMEX or Nasdaq. States also keep their jurisdiction 

over rule 504, rule 505 and Regulation A offerings. (The Art mandates that the SEC study and 
r^ft to Congress, also by October 1997, on State efforts to achieve uniform regulatory 
requirements for these cat^ories of securities). States also retain authority to investigate and 
bring enforcement actions relating to fraud, deceit or unlawful cmiduct by Iwokcr-d^crs 
“consistent with this section.” (This language is intended to prohibit States from indirectly 
ri^idating preen^ited securities duou^ their enforcement authority.) Moreover, the Art divides 
regidatocy responsibility for advisers; the SEC has primary respoosib^ over investment advisers 


* Oae ««idm wbedicr the ‘costs' associued with tute raginntk» laws at a bamcr to csoy or restraioi 

CO outweigh the ‘beaefit* in cootumer protoetton, in light of die explosive growth in tfae number 

of faralaerdealsi m rew# yean md the eqottiet markeu. For inataDce. dtrougb the Tint five months of 1997 the 

ttN^ volume 00 dwNiu^tttukct Mid the NYSE w» overt IS bilUoo tea oombiaed. Tfaeae five roootbs eclipsed 

mi vofaune ffar 1992 in whkfa fewer dan 100 biHiao diares traded during the entire yor. Along with volume, 
hM skyiocfccted. Hm market caprtalascion of lined companies on the NYSE was over $3.5 
tiiUioo « the «ad of 1995; « gremer than lOOS increme horn five yews ago. Ihe mari»s capitalumion of the 
Naadaq wm ova $1.6 triiUon « the end of May 1997; more than 8% inoeaK siace Decemba 1996. 

* X^mod securities'' «c those (j) listed on the NYSE, Aroerkan Stock Exchange and Naidaq/NatioaaJ 
Mn VM jjifini. (U) lilted on m exc hm g e widi aubttotudly similar listing Mndads as (he forgoing (as detennined 
by the SBCk CnO bned by regtstoed investnent cootpaniei; (iv) sold to “qualified purchasos" (as d^incd by the 
SEC): or (v) a^ in “exempt off erings*’, fedudiag certan secoodoy nufket trasaoioos, unsolicited laokers’ 
trasactioos, teasactions in exempted securities and private placement mnsactioos. 

* Bmfcer-dtriss combiae the fiiDctioasofbrokert((.c.,«geNfs who hadle public orders to buy ad sell 

seorthi) ad dericn (l-e-. prtmpaU who buy ad sdl stocks ad bonds for their own accoums ad « their own 
ririt). 
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with $25 million or more in assets under management. Advisers with assets of less than $25 
million under management are prohibited from registering with the SEC and primarily will be 
regulated by the States. 

NASAA believes that ‘^systemic fraud within Inoker-dealers ofren begins mth the broker- 
dealer agent Actions gainst firms are only one component of the investor protection formula; 
the other is to prevent initial licensure to the ‘bad gents’ or revoke licenses after misconduct. 
In order to meet this charge. State regulators must have efficient and effective licensing tools.” 
Currently, an electronic database — the Central Registration Depository (CRD) -- provides state 
regulators with a “one stop” licensing mechanism. But the system has not been updated for 16 
years and its technology is overburdened, if not obsolete, as the States readily concede. But the 
States agree that die redesign of the system must be given the highest priority including allocating 
all the necessary resources and staffing to upgrade the system as soon as possible. 

NASAA a^ves that State regulation is ^cient and uniform, particularly when compared 
with State r^ulation of attorneys and CPAs: all St^es use a single uniform application form; a 
securities agent submits one application to a natt<Mial electronic database, which automatically 
transmits die application to those States where the agent is seeking a license; a single electronic 
payment can be made to a central depository, which direcdy allocates the fees to the States; 
States use a uniform qualification exam, which tests the knowledge of State securities laws; and 
yearly renewals of agents and firms occur automatically.' States insist that although the 
mechanics of licensing have been streamlined. State substantive review demands regulatory 
discretion and flexibility. For example, one application may disclose a State cease and desist 
order, an NASD fme and settlements. Another may contain five customer complaints over an 
18 month period. Yet another may contain a single, but substantial, arbitration claim. The States 
contend that they provide the highest quality background review of broker-dealer agents. They 
argue diat the CRD performs certain preliminary data checks and the NASD*s attention is based 
upon remedial regulatory authority while the States focus significant attention on providing a 
more {Mophylactic regulatory/gatekeeper function. According to the States, the NASD “approves 
many persons with significant reportable items or disciplinary history.” [Id at 2.] 

SEC Chairman Levitt is on record that the States perform a critical role in policing the 
securities markets and he feels that no Commissitm has ever been more supportive of the States’ 
efforts. But Chairman Levitt also recognizes that there is waste and duplication between the 
States, the SEC and the Self Regulating Organizations (SROs), thereby requiring that “we 
...cooperate more efficiently, divide responsibility more clearly, and use our limited resources 
more strategically.” [See Remarks by Arthur Levitt, Chainnan, U.S. Securities and Exchange 
ComraissicMi, “The SEC and the States; Towards a More Perfect Union”, (October 23, 1995) at 
3.} In those remarks, Chainnan Levitt articulates what he terms a “middle ground” in six key 


' Acooeding (o NASAA 72% of State applications are renewals that are approved concurrently with 
NASD ce^troval. The other 2S% of applications are new ones, 24% of which are q)prov^ within 24-48 hours and 
4% of wfakfa are new applkations with a disciplinaiy histocy that are genenl processed within S days (i.e., a request 
for additional informatitm). 
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areas of activiQr: inveahnent adviaeis; onrealiiient nompanri; l a gi a Ha t kin of broken; brokerHleBler 
oxaminatioo; r^iatratkxi of ooiponte aecuritiea; and eafioaocineiit audiority. 

reject to untsotient advisers, Chairman Levitt stnNi^y believes State fegulatioa 
is reqidrad. He notes ibeX tba manber of inveaneat adviaen tod^ exceeds 21,000, an increase 
of more than 500 percent in die last 10 yean. Moat oi diem are amall-^cale advisers, who me 
examined on average, once every 44 yean. Chairman Levitt bdieves States diould iHwimf 
primacy teaponabilily for examining smaller adviaen, cmning the p hr ase **reverse preemption*’. 
As to invedmeat companies, Chaninan Levitt believes they are comprdi e ns iveiy r^ulated at the 
Federal levd and that fond sales ace national duis good case for n^onal emulation.** 

In Cbaicnian Levitt’s view, nvestmeat fomp a nifa dbould be cxciqiC fiom State review, but would 
cQrtinMe to foe Aw’JwiwK* widi die States and pay the —me fees. And the SEC would continue 
to seek il^>ut fiom NASAA in its rulemaking process with reflect to investment companies. 
Conversely, Chairman Levitt believes *’[ 8 ]tate r^ulators have a compelling interest in vdio is 
opening 19 shop in dieir area**, that is, in regulating brokers. He believes die States diould 
contimie to lioeiiM bndrers doing business within dieir borders. But he has also states: 

At the same time, brokers and firms have a c<»ipdling interest in a centralized 
and predietdile r^istratioo system. N^AA 1 ^ made significimt efforts to 
itate r^istratkin p to ceia e j through die C^tnl Registration Deposittny. 

But die syitom remains cunfoenome. There’s a need for greamr imifiMmity of 
criteria sbde regulators use to decide if a broker can do bunineas in the states. The 
current system can too often seem arbitrary. [Id. at 6 .) 

He continues: 

. . . [a]s ttmnA today, a broker accumulate a number of cmi^Uunts and 
trigger no r^ulatory review as long as he stays with one firm. B^ u se it is 
legally easier to detQr a license than to revoke one, the qrstem focuses your 
attention on the point in time when a broker changes firms. Althoagh / 
undersumd die reasons for this, investors would be better protected ^ our 
redumse were triggered by complaints, not by job dumpes. Techaology can be 
pact q£ die solution. The new CRD will begin to c<Miie on line next year, giving 
you a powerful new tool dut will befo you focus on complaints when they occur. 

There will he no reason to wait for a bn^ccr tt> transfer firms befeve you take 
action; and fiom die firms’ and the bcxdcers' p cnpective. the ^stem will be more 
fiur and more predictaUe. [/<d.] (Emphasis added.) 


C hainnan Levitt believes States should continue to exanune brokef’deaiers who operate 
within their borders, but he also believes States diould not im pos e sigiplonental requirements diat 
exceed Federal and SRO standards with reflect to books a^ reco^ and cipital requirements. 
Chainnan Levitt believes diat r^ulatocs n^ to be more sensitive to the disraption caused to 
firms, dnis he envisioiis a new partnership whm regulators can coordinate better and riiare 
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i nldl i ee n Rft Finally, with tt> a^orcment^ Chairman Levitt believes the States and SEC 
have worked best together in this area. He dtcs the Prudential global setdement as emblematic 
of cfiBxtive and efiRdent law enfixcemeot He states &at “[ejnforccmcnt is vidtere the knowledge 
and skills of the local cop on the beat are eqsecially irreplaceable.” [/d.] 

IV. gearing Firms: What Is Th eir Responsibilitv. If Anv? 

Some regulators have cited the role of blue-diip clearing firms as a coi^buting factor 
in die spate of penny stock fiaud. Clearing firms execute transactions and provide otho* services 
for s m al ler brdcerage houses that take investors’ orders for trades, known as introducii^ brokers. 
As Kew Yoric Attorney Genoal Dennis Vacco recoitly stated: 

. . . [m]any of these firms use big-name clearing houses whose policies and 

procedures have, in large pan, allowed these practices to exist virtually unchecked. 

We have seen sm al l laokerage firms aggressively boast of their relatio nshi p with 
well-known larger firms — almost to foe point of stating tha t they are partners. 

In foct, trade omfirmatioas and account statements are sent directly to customers 
with the clearing firm’s name prominently {vinted on the top. Yet vfoen 
customers cannot get their brokers to sell a stock and turn to the clearing firm 
itself for assistance, they are usually met with a deaf ear. 

Micro-c^ brokerage firms can only exist by processing their transactions through 
the road provided by the clearing firms. Existing regulatory “qiecd bumps” have 
proven ineffective. Perhaps it is time to reexamine the responsibilities and 
obligations of clearing firms in light of the wide^)read fraud and manipulation 
involved in the telemaiketiog of low-priced stock. The “speed bumps” may have 
to be replaced with regulatory “stop” signs. 

[Opening Statement of Dennis C. Vacco, New York State Attorney General, 
before foe New York State Public Hearings on Micro-Cap Stock Fraud (July 29 
1997) at 6.] 


In fact, foe New York Stock Exchange is considering a rule that would place new 
reportii^ re^nsibilities on member brokerage firms that act as clearing brokers for other firms’ 
transacUons. (The NYSE has only 120 clearing firms under its jurisdiction, but they handle the 
business for about three-quarters of the 5,400 registered brokerage companies in the United 
States). The new r\iles presumably would place an enhanced obligation on clearing firms to keep 
tabs on what thw clearing clients are doing. Apparently, under the proposed rules, clearing firms 
would be required to report complaints against their introducing-broker clients to securities 
regulators, as well as notify the introducing firms themselves about the comp laints The clearing 
firms also would have to notify the introducing brokers about available supervisory and 
compliance reports compiled by the clearing firms that could show irregularities on the part of 
foe introducing brokers — for instance, if an introducing firm broker was taking an excessive 
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commisskm (a clearing firm could produce a rep«t riM>wing how many comausnooa of more 
than SlOO a ghen broker has earned or determine bow many custtMner cancellaticms a broker has 
had in a given time periocQ. Brokers can request those forms now, but the NYSE wants more 
proactive behavior from the clearing firms it governs, i.e., retpdting clearing firms to tell 
iittroducii^ firms ibc types of infor ma tion die clearing firm can generate. That way, in die event 
of improper conduct, die NYSE can ask w/iy certain i/tfbrmation was not sought by the 
intrckbtdng firm, or, tfit had die u^ormatUm, ydty it was not used to uncover the problem* 

Admittedly, und^ current law, clearing firms are neither guarantors of the introducing 
firms’ tiansacti<Mis not fiduciaries to investors; but the real question, in the words of Mr. 
Kwalwasser of the NYSE is udiether those firms can be “part of the solution rather thun part of 
the problem.” [The WaU Street Journal (July 30. 1997) at C17.) The NYSE believes the new 
rules would bdp r^vUttors catch potent problems at the introducing brokers early on, and 
oeate a popes trail for regulators in their investigation of stock fraud at boiler room brokerage 
operations. 

The question of clearing firms’ re^xmsibiiity has attracted increased attention on Wall 
Street latefy, ft y cci all y widi regards to Bear Steams, a securities firm and clearinghouse, i^ch 
faces questions about its deating ties to A.R. Baron Co., a now-defunct securities firm that 
allegedly defrauded investors out of S7S million. The proposed rules most likely will be 
consideied by die NYSE’s board at its Se pt ember meeting. If approved, they will be submitted 
to the SEC and be released fm* public comment 

V. The NASD 

KfoA of the perpetrators of penny stock fraud fall vrithin the capitalization jurisdiction of 
the NASD. 

Established under authority granted by the 1938 Maloney Act Amendments to the 
Securities and Exchange Act of 1934, the NASD is the largest self-regulatory organization for 
the securities industry in the world. Every broker-dealer in the U.S. that conducts a securities 
business with the public is required by law to be a member of the NASD. The NASD’s 
membership ooaqirises more than 5,S00 securities firms that operate over 62,000 branch offices 
and employ more than 500,000 r^;istered securities professionals. The NASD is the parent 
company of NASD Regulation, Inc., and The Nasdaq Stock Market, Inc. These wholly owned 
mhsidiaries operate under delegated authority from the parent, which retains overall responsibility 


* i^pvently, under the proposed rules, clearing finns governed by the NYSE also would have to treat 
inofe profrsskxiaOy die fundi diey hold Gum diird parties Uiit on be controlled by brokers with fiind authorization 
or dtedc-vrrkiog aShority. For example, if a broker told a clearnig ftnn one of its customers authorized a transaction 
and called fix the ^ipropria t e money from the clearing finn, under rte proposed ndes, the dearing firm would be 
retpand to u^om the automer of that trwsaaiou. even though the indMduai is notformaify a aasomer of the 
dealing firm. This appears to be a step in the right directioo to cremiag limimd ovenigbt respoosibilitiea on the 
pan of clearing finns, and builds on securities laws' reliance on disclosure as a memis of preventing fraud. 
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for ensuring that the <yganization*s statutory and seif-regulatory functions and obligations are 
folfijled. NASD R^ulation is re^xxisibte for the registratioo, education, testing and examination 
of member firms and their ^ployees. In additicm, it ovnsees and regulates its membos’ 
maiket-mddng activities and trading practices in the ovw-the-counter maricet The Nasdaq Stock 
Maiket, Inc., devdops, operates and r^ulates a variety of marketplace systems rnd services. The 
Nasdaq Stock Maricet is the laxgest electronic, screen-based stod: maricet in the world, capable 
of h a n dl ing trading volume in excess of one billion shares a day. Today, more than one-half of 
all equity shares traded in the United States each day are traded on Nasdaq. Companies trading 
on Nash’s S m all O q) Market or the Nasdaq National Maries — the respective tiers of The 
Nasdaq Stock Market — are required to make extrasive finaiw^ial disclosures and satisfy well- 
established listing standards. 

While not fimnally part of the Nasdaq market, the NASD has regulatory re^nsibilities 
for what is known as the over-the-counter market (OTC). The OTC is a vast amalgam of 
publicly traded companies that list neither on die Nasdaq nor on any exchange. It is in the thinl y 
traded, micro-cap securities that characterue the over-the-counter-market where one witnesses the 
ever-increasing growth in stock fraud. Indeed, a significant number of OTC companies report 
absolutely no inJformation to the SEC, making their financial situation a virtual blank slate to 
investors. While some companies make financial information available, what reaches investors 
is not required to be subject to any auditing standards. In other words, an investor has to 
the company’s/broker’s word for it There is no minim um price tha t an OTC company must 
maintain in order to trade. Stocks in the OTC market can and do trade for mere pennies. 

A component of the OTC is what is known as the OTC Bulletin Board. While it is a 
system operated by Nasdaq, the Bulletin Board is markedly different and separate and distinct 
from the Nasdaq Stock maricet. It is an electronic quotation service for sutecribing members. 
While the system di^lays real-time quotes, last sale luices, and volume information in domestic 
securities, there is no formal legal relationship between the OTC issuers whose shares are quoted 
there and Nasdaq. There are no periodic reporting requirements for continued inclusion in the 
service; only limited phone, contact and address information is available in the OTC Bulletin 
Board con^xiny listii^. This system provides a centralized and automated alternative to the Pink 
Sheets, which historically have been published <m) paper once each day, but which are now 
available electronically via market data vendors. 

The perception of the public, frequently fostered by scam artists, is that trading on the 
OTC Bulletin Board is akin to trading in a highly regulated market such as Nasdaq. They will 
often refer to an OTC stock as listing on ‘T'lasdaq’s OTC Bulletin Board” or on “the Nasdaq 
OTC’. Bany Goldsnith, Executive Vice President of NASD-R, admitted in the August 12, 1997, 
New York State hearing that “there are significant problems in the over-the-counter market and 
a strong regulatory response is needed.” According to Mr. Goldsmith, the NASD actively is 
studying this market to determine what r\ile changes are necessary and how investors can access 
mote accurate and current information about the companies ^^K>se shares trade there. “Too often 
the only information investors have is the misinfonnation and hype posted on a stock promoter’s 
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Wdb mge or die |Me^D4he^ praaiaes • brsncfa coldoalliag broker.*’ \Jd. at 5.] Kfr. 

Gdkfamtlh coittaHied: 

. . . [w]e must take a hard look at whether tibere Aoutd be h^her Ihndiotd 
staodaids fat iodudifig a atodt in the ^dletin bond. We will lode dosely at 
^diedier a dot k uswfiiii^ to even provide full aad tm^y dia d osare of 

infonoation to die puUk or to r^uUton stould be given quotation visibiliQ' <m 
this dlectronk medium. We must also streagdum die kiols we have to keq> the 
dtares ed'b^us con^imies dom being traded in die over*die'«o«^er maricet in die 
first place. This cm be acooenplifthed by tou^iening and dbirifying die nii« we 
have to prevmt brok^-dealers from initiating or cemtinuing to quote an OTC 
security. In addition, we need to explore rule changes that wodd place new 
requinmi^s oa to cxKifim widi dietr custimien^ based m ah^cAve 

criteria, that purchases of diese types of securities are niitabk mvtmauss. in 
addition, we are looking at ways d^ broken can be required tt> disclose to dieir 
cunomen specific infrmnatioa about these types of in>«3tmro^ [id. at S>6.] 


It has bero reported that the NASD plans to toughen the rules for small conqiames and 
breakers dm trade <« ^ over the counter bulletin board, which has been plagued by stock frtuid 
^ r aismg tiic Aaodwds f<x Companies cm the bulletin lioard, requiring broils to disek^ 
more infocmatioa idmut stocks being traded and 1^ ccmfirming with customers that investments 
made are suitable to their financial objectives. At present, companies on the bulletin board, 
unlike diose that trade in the Nasdaq market, are not required to report financud information 
about themselves to regulmirs. llsey must disclose only certain tdq^Kam numbers ai»l 
addresses. [See The New York Times (Aogast 13, 1997).]'® The bulletin board, tun by the Nasdaq 
mvket, is an electronic price quotation service that posts real-time quotes, last-sale prices and 
wdmne iofonnatiem. Amcmg brokerage firms sanctioned for Imiietin bc»rd violations in rec^tt 
years have been Hibbard Brown, La JoUa Ciqittai and Brooklyn Qq>ital Securities and Trading. 
The NASD also said it is investigating possible organized crime links to 9 brokerage finns and 
19 small conqianies that trade on Nasc^’s O.T.C. Bulletin Board and on the Nasdaq market. 

NASD-R has adopted certain rules desisted to combat permy stock fraud. Among those 
rules are: 


• Telemarketing: In order to ocxnbat cold-c^ling scams, NASD in 1995 adopted 
a “cold call” rule that requires NASD member frims to keep **do not call” lists 
of persons v^io do not wish to receive telephone solicitations from the 
securities firm or its brokers. More recently, NASD-R strengthoied the 


'* Curreotty, oompaoks (ha cannot or will not meet itstieg raquBcments for nurice($ like the Nasdaq Stock 
Market w be ^onsored by a ouaket maker and traded through (be autonuted OTC BullAin B<»rd, whidi is 
muirrtmmd hy the NasdK] stock iBSricet or foe daily |HWted Pink 9teets, owned by foe National Qoot^on Buiesi. 
The WaU Street Journal (August 13, 1997). 
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regulation by prohibiting firms and their brokers fiom telephoning an 
individual’s residrace to sell securities during certain times, unless they have 
the priw consent of the individuaL In addition, in making these calls, member 
firms and bnricers must immediately give their names, the name of their firms, 
their telephone number or address and state that the purpose of the call is to 
sell securities or related jModucts. 

• Taping Rule: When NASD-R succeeds in putting a recidivist firm out of 
buaness, its job is not over. ScMnedmes prindpals in those firms simply go 
to anotho' firm. When a la^ number of these brokers become employed at 
another broker-dealer, this raises the risk that their new firm will have 
significant sales staff who may not have yet forgotten their old habits. To 
attadc diis problem, die NASD txMud in late July approved a rule that would 
require brokerage firms to tape all custc»ner sales c^ls if a certain percentage 
of the firm’s brokm worked for firms that have been expelled for 
telemariceting fraud or sales practice abuse. 

• Electronic Media and The Interna: The use of electronic media — including 
the Internet and e-mail — to disseminate securities related information has 
grown enormously. This is an area of c<mcem to NASD-R This year it will 
inq>l^ent an automated syston that will greatly increase the rarrge, speed, and 
early warning capabilities of its Internet surveillance. In addition to enhancing 
its technology, NASD-R filed imposed rule changes with the SEC that require 
member firms to establish vmtten ivocedures for the review of electronic 
correspondence. 


Nasdaq listing Requirements: PezKling with the SEC is a proposal to increase 
the listing standards for Nasdaq listed companies. This proposal will raise the 
financial standards significantly, and also extend corporate governance 
standards to all Nasdaq listed companies. These listing standards, which do 
not apply to con^wnies ^^lose shares trade on the OTC Bulletin Board or the 
Pink Sheets, will continue to improve the quality of smaller issuers on the 
Nasdaq Stock Market^' 


" The CrC Bulktiii Board is owned and operated by a subsidiary of the NASD and provides continuous 
price information on stocks (over 4,700) that are too small or illiquid to trade on the Nasdaq and other U.S. 
exchanges. The pink sheets refo to a onoe-a-day listing of the stodc prices of about 10,000 small companies whose 
stocks an often risky, thinly traded and are generally too pooriy capitaliad to qualify for exchange listing. The pink 
sheets are administered by the National Quotation bureau. 
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VI. Ftaad: Some Examines: 

Individuals "team die trade” by wt^iong in one finudideot enterprise and tiien by moving 
on to others. 71ius» iosqih Borg, the Director of the Alabama Securities Commission who will 
be a wftness at ^*s Seg^eaha I5di bearing has testified titid if sinit down one firm, 

several more spring 19 , often the progeny of principals from a firm fiiat was just shut down. 
Indeed, the gnnring practice of “firochiaii^” allows Uceoaed brok^-dealers to shield their own 
opoadons toikvestcrcompWitfsty haNing an interest in brandies wfaoe tb^ have no direct 
ccmfrd over sales peat^kxs. A 19 coa^daints aboia fraudyect pradk^ at the would sot 

riiow up on tbe Ucenaed broker*dealer*s record, resulting in the misleading "clean disciplinary” 
record, ^ipaiently, SEC rules cover franchising but they focus on net capital requirements, not 
sales practices. 

A. Stratton Oakmont! [n December 1996, NASD-R expelled Sratton Oakmont from 
the securities industry. Following NASD-R*s disciplinary proceeding and prior actions by the 
ad A teast 19 States, K^D-R eiqielied tiie firm and bored its pceridoit and its head tra<kr 
from tbe securities industry. Tliis caae imposed restitution and fines in access of Si million. 
Another comfdaint was filed last year against Stratton Oakmont and others alleging that the firm 
mart#! iqqirmduaBately $28 million in illegal profits dming the first day of afrennarket trading of 
fi^ sn^l stock offerings. 

In one Stratton public offering of such a stock, $12 million was raised, but only S3 
million went to the company going public. The rest lined the pockets of promoters and the 
sales force, aos bn^er testiJEkd. Newsday (August 6 , 1997).} Joseph B<^g, Director of 
Alabama Securities Commission, testified that in its 1993 initial public offering, conducted by 
tbe now-closed Strathm Oakmont, Inc., Steve Madden Ltd. (a designer and maker of fashion 
footwear based in L(»g Island Gty) received only $163,060 out of a total of $6.9 million raised, 
with the rest going to Stratton l^ders, who loaned tbe money to the emnpany. Madden, die 
company's ghaiiman, called that figure "nonsense”. Stratton was ‘'greedy'* but they did raise 
money, he said, adding that no other company was willing to do that when be needed it. 

In 1992, the SEC filed a coo^lamt in U.S. I^strict Gout for the Southern District of New 
York against Stratton, charging it witii stock manipulation. In 1994. Stratton entered into a 
consent decree with tbe SEC in which it neither admitted nor denied the allegations in the 


Fomer boiler room broken testified in tbe New York Suie hearings, stating th« commissions are 
extremely high oo **house stocks” or those stocks beU in tbe brokerage tinn’s own inventory, lliis gives brokers 
ai tacesitw to arniwjii ^ 00 seUng Ihem. Sates of those aocks give a firm a chance ro pocket a ”tpread” between 
tbe bid tod the aA prices as weii 11 to benefit its own officen tod my insiders who control Urge blocks of the stock, 
if that ha ppens to be tbe cme. The broken des cr ibed boikTrooni callen as not only untrained, but often unlicensed. 
People who haven’t taken the lioeosuig exams used tbe tunes of broken who have taken them in order to open 
aceouats, a viohiioa of lecaritici tew, th^ aaid. Moat uk scr^tad sties pHehes. tb^ said. One broirer said dial 
he tod other callen U bis fkm teigeted potentiti cuatonuis fixm lisla tbtt bcloeged to Wall Street foms sntii as 
Merrill Lynch and were sold to them illicitly by those firms' eoiptoyees. 
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complaiDt, bm agreed to pay $2,055,768 plvs $500,000 in dvii pcaialtks. tfowv^, Stratton 
rqpeattttiy vioiated the decree and. as noted above, on December 6. 1996, the NASD ej^Ued 
Stoats and its pcesdem and be^ tradk^ &om the securities indu^zy. The straw that broke toe 
camel's b^ me toe dltai^ tott Stratton todc excessive maricups in the securities of Master 
GisEoer Karate Inhmatkm^ mid chrooicaUy toiled to siq)ervise its toilers. As NASD Re^uhUton 
Preridoit Mmy Sh^iro statoi: ‘Tlus firm has time after time shown a totiil disreptd for 
oisicxners. the inte^i^ of toe mariret place and the le^nsiT^ties they haw as a toroker-deaier. 
IWs is the sanetkm that b called for ” WaU Stnet Journal (December 6. 1996) at AlO.] 
Since 1989, toe NASD brou^t 12 disci{^iiiaiy actions against SUtetca. Stratum also me ordered 
to pay $416,528 in restitotion aod a 5 m of $500,000. 

B. Aw^bCT New York finn that has been prominentiy featured in toe 
press is A.R. Banm & Co., Inc. In May 1997, the Maobman Di^rict Attonx^ announced tlw 
mtoctmem toe fins aid the arreA of 13 individuBls fM cbeteing timusa&ds of iawstors om of 
more $75 miilioa. The indi'riduals and toe fum. which is now deftmet, were chafed with 
pteticipteiog in a patieni of crimioa! activity. Included in that patt^ svere: lying to inv^tors to 
induce ti>an to buy cert^ low-priced securities; manipulating the markets in certain micro-cap 
stocks to beneSt themselves and their favored cummers; matring imHiUtimiawt tratfes in the 
milhons of dollars; refuting to honor its customCTs’ diret^ves to sell securities in tlreir accounts; 
outright tltofls from investors; and foxing documents to prevent detection of then crimes. 
Betw^ 1991 and 1997, A.R Baron defrauded approximately 8,000 investors, acemding to the 
indictnienL 

Among other thin^, the indictment alleges that AR. Baron misi^wescnted the value of 
fmir initial puNic off«ings to clients and toea refused to execute sell orders as the prices of those 
sl»res plummeted. The defendants also made unaufeorized use of client’s money to in flate toe 
prices of fee fr)ur stocks for their own benefit Fw example, in 1993, A.R Baron made cold 
calls touting the pro^xsets of Health Professtooals, Inc., a Ford Lauderdale balth-care company 
that allegedly was on the verge of discovering a cure for AlDs. The stock later collapsed, 
plun^ng to S2.50 from a high of $13 per share on the AMEX. 

C. BRE-X : The Bre-X minerals fraud may tom out to be the most costly stock 
market fraud ever. Ooce a^dn, as a New York Times article documents, American investors lost 
Wg by purchasmg Canadian stocks. It seems that Canada produces more stock market fraud, at 
least pw capita, than do other countries. Canada has no national regulatory agency for securities, 
but rather leaves the task to fee provinces, which pursue oversight with varying degrees of 
eithutiasm. Efforts at reform have been incomplete. Wife Bre-X, Canadian stock fraud has hit 
a new peak in tenns of dollars.'* At its height last year, Bre-X was valued by the stock market 


StndKooa Mineral Services of Toronto, an inOepeadent consultant, had beeo hired b Bre-X id Mardr 
1996 to rtear doiaits toout ibe oampmy's estimate that the Busing discovery cooiaioed 70 million to 200 million 
ounces of gold, wonh 170 biliion. Instead, Stratbeona coocloded that '^ere is virtually no possibility of an 
eocnomic gdd depo^ oo Bre-X’s Busang site in Borneo. Furtbermore, there is considaable evidence thitt drilling 
samples had been tampered with to inflate gold estimates. Ttic teisificatkNi of samples was said K> be done “on a 
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at more than $4 ImIUod (U.S.)- Bre-X represeots an unfortunate tradition with the junior mining 
company fm* \^ch Um Vancouver ai^ Alberta stock exdianges have been notorious since 
wainAk inytriving phony ritMiHiiin uranhim compmies enqjted forty years ago. The listing rules 
for Jimior are lax and diere have been many companies that traded for far more than 

tli^ turned out to be worfo. Since nearly all the Ammcan institudons — most of foem mutual 
foods - that bou^ tfie stock did so afta its peak, it is certain foat foey lost mcmey and it was 
gihcranrial Tlie Chairman of foe Toronto Stock Exdiange, Mr. Fleming, said "[mjaybe this will 
act as foe mudi-needed stimulus to get rjwwtfl to have a national securities r^ulator.” [TTte New 
York Times (May 6 . 1997) at Bl.] 

^e-X is a fri ghtening ly sioq^ set of evems: in early 1996, the con^Mny claimed to have 
discovered over 70 million ounces of gold in Indonesia a^ ultimately raised over $6 billion in 
investment From initial private ofierings at 30 cents a diare, Bre-X stock climbed to more than 
$250 <xi foe Gpea marlxt before a 10-for-l ^;dit in May 1996. But foe ^d, in foot, did not exist, 
as rqxxts seemed to COTfirm by March 1997. All thm money was eventually lost — mu^ of it 
by institutional investors like pension plans. 

Two frtfll elements can be puq)oiiited in fois elaborate and dagic ruse. First, the investors 
who originally bought Bre-X’s private placements ultimately begw selling their foares on the 
open market But their disclosure requirements remained the same as those for the private 
offering. Meanwhile, the company was making voy optimistic statements, which pushed the 
estimated size of the gold find from a few million ounces to more than 70 million ormces, the 
largest gold deposit ever found. Under Canadian law, company officers are not liable for the 
accuracy of such statements, as they would have been with projections included in a formal 
p rospectus. A recent Ontario Securities CommissitMi report has recommended changes in those 
rules, recognizing that stocks initially sold through private placements eventually migrate to the 
public market. Bre-X received 19 to $6 billion in market capitalization as its stock circulated 
among both market-wise investors and less-experienced individuals .who bet their savings on the 
“gold”. 


Seamd, it was more than two years from Bre-X’s initial public staionents about a m^or 
^Id fold on the indrtneam idand of Bomeo b^ore someone outside the company independentty 
tested the site fin gold. When mining giant Freeport McMoRan Inc. conducted its own drilling 
as part of negotiations over a possible partnership with Bre-X, the scheme unraveled. (See 
Washington Post article (May 18, 1997)). 

ITSimdf 

MAPSIVSeCURnTMEMOS 97^eCMEMSTF 


scale and over a period of time and with a precisioa that to our knowledge is wUhout preceded in the history of 
mimng anyuvHert in the wori^. (be Stntftoooa report said. *^e gold recovered in samples submitted by Bre-X has 
origiMled from a source other than tiie southeastern zone of the Busang property.’* “Bre-X: From Rags to Riches, 
Back to Rags", The New York Times (Mvf 6, 1997) at Bf. 
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Uaiced States 

Oea a re i Aecottog Offlce 

WeaidiigtoB, D.C. 20MS 


Gea e w l GovwiroMit DlvUion 

Sq;>tember 14, 1994 

Hie IkMmHal)le John D. Dingi^ 

Ch^nnan, Subcommittee on Oversi^t 
ttid Investigations 

Dmmidtee on E^etg? and C<xnm«^ 

House of RepfesentatiTOS 

Htmorable Bdwwd J. Matkey 
Chairman, StdKxunmktee <m Telecommmiicaiions 
midnnanM 

Committee (xi Energy and Commie 
House of Represeitfatives 

Hus »poft re 9 <xub to your retpiesls tiuit we review the o^rsig^ and 
disc 4 >linBiy actions of the Securities and Ebmhange Commission (^) and 
semal of the securities industry’s self regulatMy organizations (sro) 

unsot^Hilous brokenh-^dividuals lic^ised to sell securities who 
ham committed a aipiiScmd: breach sales practice rules or have a 
histiwy of rq>eated sales practice violations. * llie activities of su<i) 
brokers can cause serious financial harm to investors and erode public 
crmfidence in the securities markets. Because recent press reports ha\e 
adle^d that un5cntpul<Kis brok^ move firxHR oi^ firm to ara^her and 
continue to commit sales practice viobutions, you were concerned that sec 
and the securities industry may not be adequately protecting investors 
fotm unscT\q>uk>us brokers. 

As agreed with the Subctommittees, tiiis repcxt dmcusses (1) the erdent to 
vriiich unscrupulous brolmts are active in the securities industry, 

(2) regulatory and industry efforts to disdpUne unscrupulous brokets, and 

(3) the c^^lNlity oi the indu^ry to ideiUi^ unscTipulous Isoiisrs through 
its database of broko- (fisdpiinaiy histories. 


Ovwsagl^ of *e UB. sectmties indurtiy is primarily based <m the 

of sdf*{egulati<m, aprocess 1^ which the industry regulates itself with 
oversight from SBC and state regulators.^ This process is accomplished 
through a framework (1) supervisory and compliance systems at 
seoifit^ firms; (2) and dhK^pIme by ssc»^ st^ secuzkies 


•adH pnctk* tbtM acUvWes, which gnwnte cosnnitolcMM fW broker but CM jeaptrte 
iavntor iiKlude tuwiiUMUO (aeUnc cf aectitMw tint tn 

tevMflc^«MK«andanNUftofiMotw),nuittt¥iri»dtndin(^ivNtw«llii«McuriUeswiUM>ut . 
the esMB* or tavmtodp oTUk aid ceasku (egsecaMve tinftBf ts te 

conduct bwincM wttMn a atate, beolten fenefillr mna be IkxfH^ 


Background 




299 


legiiators, and and (3) ^’s approval of sros’ rui® smd re^ilaiions 

and review of ex^wtalion and dis^linary programs, ^os, su<^ as the 
Jiationai AsK)ciation of Seoaities Dealers (nasd) and the New York Stock 
Exchange (j«vse), esSabU:^ ndea of conduct for their member seciaibes 
firms and perform exatninafions (on a routine basis or in re^jonse to an 
event) to detect vioU^ons of those rules and federsd/state securities laws 
and reguladcms. 

Brokets who viol^ fedwai or ^ale securiti® lav® and regul^ons, or sso 
or firm rul®, are aibject to varioiB disdplmaity actions by sec, 
r^td^Uors, tsos, courts, and their employers. AvaiMiIe disciplinary actions 
vary in seveitty, reflecting the differing degrees and circumstances of 
wrongdoing they addre®. Rdatively minor violatioBs can result in 
udScmnal cUsciplinary a^Saons, such as a letter of caution, which is a 
warning letter, or a ccunpUance c<»ference, which is aconference 
between sso staff, the fim, and the individual broker to addre® corrective 
actions for the secorUies violation. More s«ious violations can be 
address^! by formal disciplinary actions, including the imposition of 
monetary fin®, censures, restitidion orders, sa^giensions of vaying 
length, and bats from certain or all securities-related functions. 

Sal® jssctice abuse can be detected through a ^^e^y of mearw, including 
inverts’ complaints, a firm's supervisory and compUance systems, sko 
examinations, and self-r^Kwrting by brokers. The Securiti® Exchange Act 
of 1^, as amended, and sm rui® reqmre brokers to disclose ^dfic 
infonnation when ^plying for a state license and when re^tering with 
SEC and SROS. Brokers and firms must disclose infonnatiim relating to 
criminal cohvdctiomi, dvd litigation, and rdnunistrative proceeding if 
applicable. 

NASD and state regulators maintain the Central Registration Depositwy 
(CRD), a database contaii^g infonnation r^arding the disc4>linary history 
of member firms and individu^ brokers. Otiginaliy establi^ed ® a 
centralixed broker licensing and sso regisfralion system, CRD is now us«i 
by regulators and the indu^iy to he^ oversee brokers' activities 
Individual brokers and firms jure reigpured to report to crd formal 
dJsdpUnaty actions takMS agairrst brokers by sec, state r^ul^rs, s!E)s, 
courts, or emplcying firms for violations reMed to the securiti® busine® 


R<««2 


OAOi*GGD-S4-208 U&Mrnpttlw* ^ker» 
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and iMrtitacuaConm‘<»e 9 Un^ aiid 
to tbaod dae^plIUE; adtoB% iiieti:d>w ftana »s 
wlftwrittmaotioerfecgdoawRttAtenninitf^ 
wport6diriddn30<tey»e^th«attkw‘»oct aim a<^ sbo naff can taecoa 
InfooMltoR to bd^4e«aBdiiei«iietiMff the finnor ^ 
secintttes loin or n)e& 


Results in Brief 


We do luAkclow ttw «»:» ea2«itf tOTrtiklt tinaa»^^ 

active in die seciBifiee {ztdo^ becaise (1) ailesiWKCice abose is 0 ^ 

dtfficutttodetect^ ( 2 )G 8 Ddoestwtc<«riaindalaootafi>rmatd!isc ^ Iiaary 

adiona. and ^ €80 is not deai^ied to provide eumnary data b/ ^ of 

vidatian fo die diadpHaa^ histories it mainlBlnn 

detefBdne the esaec cstiad to vriddi onBcn^dous fanlo^ 

die aecnizittes iodoatcy, iro vnee aUa to obttin <su> data 

BGBidier of Ixoton wdfc dhtc^ilirocy histories. Of the tinoat 4?0, OCX) active 

istdeeas Sated in cao as aCNoves^ 30, 1903, tiKxit tt^OOQ had at Least 1 

fonnal diac^Edinaty tetien spioK 

iiidu(St 4 i;ades]xacliro td>Qsevldsticm andsodh criitM 

irtiQe intcolcat^ srd 8!6 had 3 iniro disc^olinaiy actions. 


k ov ofdidoc^ even a fnr luiaat^Mtoos bpotos can eaose acrious 
SewKtid ham roinveaten andhav«thepot«Btiti to dainagie pi^ 
ronfidemx k the aecuitfes i9<hiati7. {>3Rseq;aeia8y, SBC and k 
eflfomro etame effective overaigk of tooheraattiddiac^l rf lne of those who 
vkdate laws and r^ptlskms need to be as dTectiro as posAte. AvaQaHe 
gvidaK:e,bovrever>poktetoabcati»cdE|{skthedetectkina^ 
of a ns cn ipdofas bndoos. k pMtkakr, accocdi^kSBffs 1994 staff report 
invoi«k99 U.& hTdoaMealar firms, 23 percent of 161 hrincdt offices S8C 
faaardne dfty sates tanetice abase kid wea taeaeM khrrfterhiripg and 
siSperntioR E^actioa.* i^Ilther, 40 cases vrore irtrtied for kvestig^ 
and poesfUe «iiforoein»t action k SBC ^OR^sncsit ECaff The 
acteoiriedlged ttud aiilMN^ tt ims wA poas&de k t^oen^ 
becaose of tile smd in]Bd>er ftf firms eiandned, the di^^ 
manba erf for tsvestigation aed enfmRemem cons^^ 

m^g^estiki time Cl) ERkorrisoiy and coci^^danee aystesQS needed 


*iaecMisl^tt*»lte|M(t)SBniga<C<lftW0qrwPmCOB»t(t^*»"™sMliSttngor 

|R|»al!r.<rttaenaMMItvtMW«raMM!st(iteMaaetMlivtaefe«alnrt«CSDi 

*tobittmcw.Seiwntwqiitrtlra w' da> m iodnre<ohe mMt ie^ uanrt i fam ttaaplatle ftw iiii 
lir iea w i ii >d b i ^ M>eB S mar^n«t»mcaMte» Mdi jhdSt m sammaeaiaiaM^^ 
A iM l iJt li w w J ui l|w<ii i reO»fa«tamiy6Pb» l ls e 'i< fll — iH'iwO iS— UMetitai^ 

A,ljSggg^ IhSeMipBy^.awn^ 
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fa^«wem<a>t«nd(2)e»iatta8iapctto 
8BQ8 ttkd sec needed to te iGreasaMse^ 

Foxtbenacit^ we foond ttott cetori&jpnKtices conOllifito to apen^^ 
toatSKeadlndtigny < fia cto^ toe tyactloiM<getenieti;SaiAactk>a3aIlcw€d 
«lx» tmpfwiann f^rptrrartivi! haw and broin-CT who WMgpRnnaMgttfy 

toMired to rei^i^ toe todiBtiy. We itoo notod toe poieitoai 

bened {torn toe eeototks iadastiy to idsnto to ctoer toiand^ sen*^ 

indoetdee, sndi as bcBktog eod toss^^ 

SESG^ stide legolaton, end SBos need eCfecto« to<dmr 
monitaciii^ eyetoiastoatceohe^ them ideaa^ brokers widiehiatory of 
sriespnctfa»afaieeBad Cn a » i dto quiattoaabtie sales practicea CED,tbe 
oidF ceidxntowd eodEce oftotooutlm dMxabndeen' e^d(9ia^ 
toectoBrogy M8t<«e% 1» need lytogalatoa cal saoseenw^a^ 
rarvkiasoe tod to perfocm toil fitodtoa Bcni^ver. becauae ^ 
«»i«budy dedgned to be & stoto lk«»d&g sto stt> ntdstndim Q^atesw it 
doesiKdccedato eeitdn datotottwoeU be t»eMfc«-t^datc»y 
somfllance and has listed caifMldtoy to dSdento eevd^ 
asBUoaitw dato<m IttdGenf (tocidtouy hi8n8ie& Kean is to the 
a raitotodatoo doitor ledesiga d 05) to address tot lindtoto^ 
redesiSR gppetts to addi«fls e^datoES* need^ addldmiBl 

aihMK»aeBto wcHdd iBQgowe CB£% oguddli^ to serre asaieg^^ 
tnawdllancetod. 


Objectives, Scope, 
and Methodology 


Ibe ohJecdwnt odoor review weie to (1) deteBoiiw the ezteid to irtddi 
UBsenpidous Imdtoto are actore to toe seototles kutosOy, <2) assess 
i^ulatofy indQstqr to tSadplme untongNto)us to^can^ and 

^ assoK toe (tf Oto as a lei^dttocy 

To dtetcnntoe the <^tteia:to wfaisb imsczigMiktOB toolren are addve to the 
todtotoy, we identified Clw tspto aivd soureto of to&ma^oa i^KMtod to 
caih We requested tbto RAto dereiop a cooptoer ]m> 9 ara to ideidi^ aivr 
actore bndsr hated to C 8 D wito a feeinai tfiscq^buuy adioR. A fimnal 
action a tedend^state iigitotow te 880 or in to* «tovic^ 

a court ccnattoto^ a ftoiiud disdi^iiuny acting We wrote a cooqHiter 
imapam to eoiq^ ttw lUBiiba'of Itoroal disc^idtoaiyai^ons against 
itufividual broters and td e nt ii ^ wt d ch reguitooty afflcdes took the actioac 
We dto not attest^ to vettoir toe aeconcy of toe (fada to Oto. 


9»m* 
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To assess tndi^zy effoits to dLsdpMe unsax^idous tookeES, we met with 
dSdab reqp<msibk for imd enf<»c 

wax We also diso^d th^ issues wtth of the North Aioerican 

Se<na^ks Adioiidstiahas Assodaifon (NASaa) and senbr execodves ^ 
two maj(^brotrer^aler& To assejss th^ efforts, we (1) reviewed aSS9 
sec in^ectfonr^Kxts on sso and disc^liiwiry activities 

ccmducted £roai throu^ ^ compded infomadoa m foe 

number of fonnaliSsc^^iDa]? acfo»s tateti kaso and nisb foxn 1090 
forou^ inre^>onseto a^eomereon^dsuits, ami anaiFtedsie:, 
Mm. and NtSE ginddiiMS for sales practice eamini^ons. To solicit views 
on Ueenat^ momtom^ and dise^litwiy procedures, we sent a 
({iKstitEaiiure fo SI stide seozEj^ le^dsiois.* 44 of wh(Ha re^nd^ 
addidcHi, we reviewed foe rts«fos df foe 1^ SEC staff sfodf on the 

hiiii^ retentim^ and st^ier^soiy practices at rdne MS. 

bro!ke^dQders. 

TO rfotain adfofoHzal hisight into foe nature of foe vic^ons iemiing to 
foscIpIinaQ' actions, and by whom foe actions were talieiv we categorized 
by cd f<»nial diset^a^ aetkm foe 8,^ brokers who had some 

dis(^[^nai 7 idstory. ^cause CRP has Smiled capdblh^ to provide 
a^Tf^ate informatioR and can on^ provide i^onmary inft^sudion on 
truhvidual bitdrer disc^tinary hk^mies, we took aju^neatal saa^le cd 

200 broloeia to <^^i& infEHoi^ioa on the 'rtC^asl^cSng to the 

<tiscip£naty actfoas. We selected brt^bsv foemt 3 types (d’fonnal 

foscqplinary midiom ideidifled fo tihe cbi>->~ 60 wifo bars, 32 wifo fcorriia] 
fosc^jliraryacticas other foanbat^ and 18 with court action The SO 

bar^ iii^>osx»i by mi isK^ a ^;rte secuiities rt^oktirw, SEc^ Uznit^ 

pnd^iUed a luokef 8 i»riic^di<mfo securities actmtie& Thesamjded 

number of these actions does luX neecssadly lepreserU the proportions m 

wlud%theyocctuKdmfoetofolE><¥ulationof9,^t»ol(ers. Weselected 
a Qrnnber of bars beewse we wwnkd to <^4ain s greater 

understandii^ foe vfoljtikKW for which a bar was Imposed. 

We reviewed the discqiHnary Mstodes of 29 brokers who were subject to a 
gsflato^dhigtaHficatioB^becataetrfabtgia^iosedbysKManaas^ 
whose status ze^Gdred n^tdatiny review &om O^er 1991 

U«ou0i December 1998. We ^so Etitempted to gauge foe extent to wMch 


^idudMtbticaaftlaRttiawlaiimDattlaofOotugete 

*IlieetfWaM>DT<SatBqr<yiqBi|flc«tteaqoc<»lnedin«iKgOB3(i0(3^ECa»Swia^ 
AaafiS34|eiK(d9ljDdiitein*iieaj»idBlKWbmI>Mt«li7SC^or»88(^csrcyiel«toEaa)' 
{riCKtFWcatiiBmisdBnmce^McaistxeMirania»SBrr.«Ui»toOwiHttO]«iR;<>rl)mb«ai 
lenpooifir w wnneinttr Sos) aca^i» Im br z cotot 


<UOe(m>4i4M EkamwUmttBmto* 
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iaisai9do«s Imdcera to odter secUKs of the 

(fldu^ I 7 (tetnin&iiag tjte eunent ent{^osme!& of 96 potra 
tQ9ciii|itk»slm>icers«iK>SECi&nliSediiiitsl^ 
serarifieB iwt^ 

7b sseas ttHB capal^lgr of cam as ft ri^Sdstoiy 

revfanivd cso dfttft »d diesft 4aU co^ be used to ideiilifr 

«t»crtffti^<raBlM^i^ncft Ve atBo<&K»aRd 

ofBdali <smb 2 «<ieal^ ami feonr i^atmed ehan^ sfe e3Q>edte<i to ut^»ov( 
the indoslQr'gca^yEdltt^ to imm^unscn|>i]^yus bit^^ 

Our -mxk wits pertOnoed In New Ycsic, N¥, aaA Washhigeon, O.C., between 
Seiptga^ 1993 and May 1994 in accoidaru^ with g^iendiy accepted 
gomiiraeid ftot^ing staocMs. 


We pcmdcted a. draft of dds r^rt to me, t^eastoy, nasd, and Nm f<x 
review aiai c(»«ic»t oxtiBieids and eviduattem m 
the end oi tMs tet^. 8^s written »Hnments atal oar adcfiticuud comment 
ace ixeaented k IE 


Extent to WMdi 
Unscn^ulous Brokm 
Are AcHtc in Industry 
IsUntaiown 


zegidatcas and indoatty rqpresentattvm adaxm^ 

are unsen^^doim iax^cem ac^ in the secuzhtes tatchatxy 
to wlutt C9$eitt iBSoi^ottt brolcimiaie active m the industi?. 
mafewnmaoos are as foOows 


VnaCTgwdeqBacttvi^igd^^afciitttoi^ AOega&jns of sales 

ptai^al»seitfe<^mdiBta^to«fest»ttyebec«aethge^ 
hole rridence o&er than the word of the broker against of the 

btveatoi^ raither^ sales practice often siirfta» long a^ 

they occurred, even after the bicdcer has moved to another Bnn. SEC 

tiaif reoonmie&ded in Hs 1994 stftBT aei»hr that i3c a 2 «i sns develop 
bett» nww» c€ Memil^tmg sates ptftcd<« {Unlearn at an earlier sts^. 
Infix^aettonflarei»^reqpdcedtobeKpm*ed. s8orBfe8reqi^thtt 
oc^ f^asi&chdiimiqrBd^ reprs^ tocao, not informal actions. 
IHcai’^xre, inftxmai Bctioiu six^ as lett»s of cftudmi or complimtee 
conferences tabm to address s^es {Hacttoe oc»i|ftaiRts «e i»t r^MX^ 


* <^ig»^<feg^^g^toidaBiiya^yoyide»araaiyinfMraaacm^ 

iSsdiiiiiis; h^tocies, was 

oci^iu^ de^9»Mi to feeSMate state hceosing and registtatiort of 
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tiidividnalbKJcei».nottoperfonnai^ulMQtygurvefllaiir<jtM ^ Over 

tfane, extensive nflosative infoimatiCHi on discqpBnazsr acdons for 
of secorilies and tMjosecadtieMrebtted laws his been ndded to ttie system. 
However, the system has not been changed to meet its new role as a 
sutveOlBnce tool Conseqoendy, it cannot generate, withooC extensive 
manual eflbet, data on the nurol^ of brokers who have been dischdined 

fty sales piadicevinlarSrmB, flnaiMrbyry^fidionfJ violartoiw*of 
nmsecndttes c rim i na l acts sudi as robbery. 

The extent of nonrepoating and etroneoos reporting to CRD is unknown. 
Kegulatois and InduatQT represttitatives we spoke with were concerned 
that emiitogring firms are less Oian can^ in discioeing to CBD the reascMu 

tar t erm i n ating teokers' mnployment Also, in a recent staff study, SBC 
found ttiat one m^)or firm did not file rq>ortd>le information cat 
cmplCOTtteilttenninaHnnfitOCaDinatiinely maniwy . ggn ro g arrfa rbo ff p 

disdosures as valuable red flags to address possible sales practice abi»e 

in a timdy manner. 

Althou^ we c ould not determine the extmt to which unscnqiulous 
IvolmiB are active in the kkdustxy, we were aUe to detennine tite number 
of active tooikers in can wtih known formal disc^dinary hi rt o f«e ^ Our 
analysis of can records dbdosed that 9,799 (about 2 percent) of over 
467,000 active brokers as of Novemb^SO, 1993, had at lent one fonnal 
^se^dinaiy aetkm taken against them by SEC, an SBO, a state securities 
regulator, or a court* Of these 9,799 brokers, 7,297 had 1 action taken 
against tikcBi, 1,686 had 2, and 816 had 3 or more. In our Judgmental 
sanqde of 100 of these 9,709 disc^dined brokers, disc^dinaiy actiems were 
iny osed fty a vsttiety<rf vio i ati o n a of securities laws and regulations such 
as sales practice abuses and finandal/bpeiBtional inffactioRs. The sample 

also included brolGms ^k> had actions iiig>osed for ncmsecutitiesrelated 
infractions sudi as robbery or driving whfle intoxicated. A 

breakdown of the 50 brokers identified in CSD with bars from some or an 
ftmctimisofttw securities industry we samided is contained in aj^endix L 



bnwtnentt, bdbesj, frud, fotseqr, a 


a, or ntitcr oMnal Mta. 
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llie iMtenttd hann tiut evTO a few unsoi^doas broken can hav« on 
In veato re can be financially devastating to tb«n and could erode invests 
co n fidroce in the indnstty. Because of this potenfialhamuttieiBdusliy's 
effotts to detect and diac^>Une ona m ip u kma brokera dwqkl be as 
effective as poariUe. However, available evidence p<rint8 to daxtcocnings 
in the detection and disdpline of anscn^Nikwa brolcera sec's Iby 1994 
staff study of the Idling, reCentioo, and si^erviaaiy fwactices of nine large 
Anns B iy iKie tB the need Ibr ii npKweroepts. Also, ttteinoetseiiocs 
dtsdplinaEy measure, pennanod bass froin the indnaby, may not 
necesBBifly result in pcfmancBfiy removing unscrqndous bndcen from th 
senirttiwi industry. Bxisling policies and inactioes may oode the 
effectiveneaB <fiac%dinaiy actions and ^ not pcevmit un8cni>ulous 
bnrimia from migrating to other aecton of the financial services industry. 


Existiiig Disdplinaiy 
Policies and Practices 
May Not Adequately 
Ensure Investor 
Protection 


SEC Staff Study 
Reconmiended Efforts to 
Better Detect and 
Disc^line Unscrupulous 
Brokers 


In July 1992, in cooperacion with masd mid ntsb, sac's Divisimi of Market 
Regidatkm inhiated an examination of the eaqiioymeid and 8(q>endsoEy 
pnctioea at nine of the largest brtdnr^dedlers hi Ae United States. SBC 
sdected branch i^Bces of these nine finns that it bdieved were moat like! 
to have problesns on the basis of custcnncr complaint inlbrmation. The 
imp et us for fids erarnination was coocern by ate and saoe about tiw 
frequency and severity (d sales praetke abuses. At the 9 finna, SEC 
analyxed ffte enqiloymait and dbcbdinaiy hiatories {tf 268 brokerdealers, 
each of whom had received from S to 89 customer coaqilalma. 


sec's staff study on industry peaetksee, issued in Mqr 199^ reported 
proMs m s wtU ithehiringspd iu ptt viri onofbfoketsat^percentofthe 
161 brandi oflioes reviewed and made 40 rrfenals of poatiibte securities 
law or regtdmloii vkdations to SBC enforcement staff. 'Ihe rqmrt 
acknowledged that it was not posrible to draw geneml conduaions 
regarding the aecuiitiea industry as a wtude because the prefect involved 
only a small sample of the total number of securities firms and, of the 
firiM selected, <»]y a small portion <d the bcattch offices and broken at 
those firms were examined. However, the rqxxt concluded that the 
di q pfopoctionate number of referrals for further investigation and 
rnfmceniem consideration as ^ipared that expected firni routine 

ezaniinalions suggested that (1) firms* supervisory and com|di«ce 
qrstems needed inprovement and CQ sanctions for sales {Mwctice 
violations St aos and SBC n ee d e d to be strengthened. 


Key princ^des of the SBC staff study recommendaliocis to SEC were Chat 
problem broken needed to be (1) identifled at an early stage. 


famt 
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(2) acnitiniMH hir»H anH wiitfn mairtng 

and (3) anbjected to aggresshre enfinceiiMnt adion when wananted. 'Rie 
Chainnan has publidy coxKninvd wldi ttie ttinist of the recommendations 
and is conakleiing how best to imi^einent them. 


Bars Do Not Ensure 
Removal of Unscrupulous 
Brokers F¥om the 
Securities Industry 


Serious vioiations oS securities laws and regulations are addressed thmii gh 
formal dbc^inaiy actions, with die most serious riolations warranting a 
bar. In practice, a bar may restrict a larolcer’s activities by function, I^tgdi 
of time, or both. However, even a permanent bar allows brokers to seek 
leeidiy to the industry. Ihese and other practices, such asNTSE’s use of 
retroactive imposititm of bars, which credits the vkdator with time ^ent 
outside the indnstiy, may give investors the perception that vidators are 
tolerated, thereby eroding public confidence in the disdplinaiy process 
empk^ed the securities industiy. 


SEC and SBOs may impose three ^pes of bars: (1) prohibiting work in a 
specified function, sudi as proh&iting an individual from working as a 
supervisor, while allowing the individual to remain in the securities 
industry; allowing reentry to the securities industry after a spodSed 

period ot Hme; and prdiibiting work in the industry in any position for 

an unspecified time period. States may iiiq>ose siinilar types of bars that 

are only iq)idicable to activities within the state imposing it Brokers 
subject to a bar SBC or an but not a state, are o>nsidered Statutorily 

disqualified. In ]»ac1ue, such bars may not ensure permai^t removal of a 
bndcer. lUs is becauae the statute allows a statutorily disqualified broker 
to return to the securities industry, subject to hei^tiened regulatory 
scnitiny, if approved by SBC and an SBa Once pomitted Co return, the 
broker must obtain sec and sso qq;tfoval for emy arqployinaiC change 
within the securities industiy.Ftom October 1991 throu^ December L993, 
SBC approved the mq^cation few one permanently barred broker to reenter 
the securities industry. During the same time frame, sec ^proved 
enqdoym^ changes few five pexxnanentiy barred brokers, sec had 
permitted these brokers to reentv at an earlier time. In its Bflay 1994 study, 
SEC staff recommended a numb^ of measures to strengthen disc^linaxy 
aicti<Mis, induding allowing for permanent bars without the posdUlity of 
reentry. 


Sewne state regulators reqixHiding to our survey viewed see and SBO 
diacq)linary actuals as being too Uinieitt. Of 44 state regulators re^onding 
tooursurvqr, 14 believed that ssc disc^plinaty actums were too lenient, 24 
viewed NASD actions as too lenient, and U viewed ntse actions as too 
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leiiknL FMmt tafoonaltoa on these EoiMiiMS is ooiitaine^ 

E 

We o b s e r v ed some <Bsdt>B n eiyprscttcee tbit coqjdcontribQte to ti>e 
pcfoqMfan that some dsdpSiHBT sctfoos are kid«L Fte esonqile: 

« A sei‘.uiUkw flmpceridentwasfiniBd$l(VX)0tnl964byKesDfflriwiin€Pwis 
siyerrfsoayapdieeocd-lwfqitngvkdstt^ ftitiscqoenrty, his firm was 
eddied flnm NASD in 1992, and he SPSS fined I60,000> suspended for 6 
montti^ and pemaneolhr baned as « swMfsisar, pdac^Ml, and manage 
of a film. After the eqdnttim oC the fimoiA snaiiefiaioii, tiito indivklaal 
was pmmitted by msD to woric in another firm as a teokerat^eivised bjr a 
fDonereinidoyee. 

• A bccdGerbamd by acc for fraodnleat sales of secmities was permitted to 
reindn in ttw indnalzy provided his actMiies ^vere baited Co the sale of 
mntoal ftmds and aanoMes, 

• Sevostfacokers received bon Ibr a ipedfiesmoaBt of time, imposed 
party on aiettoacttwebaaiaBi f or ce meot officials at MCE toid MS that 
retroacttve ban are used to nMre leacBy obtain volmitaiy acceptance of 
the actfon; however, fiiese offidda did not favor file ixactioe. 


Potential Edsis for 
MSgration to Other Sectors 
of the Financial Services 
Industry 


Onr nvinr of cmnt lam and Rgiditlians lodtcated that regulatoiy gi|i« 
cm exist in ssfhgordng inveaton ftom onscnqMdoos broketa aBCs 
lily 1994 atndy indcated ttist aoaie potentiaBy imacnqMiioaa broken had 
left the sscnillles hidastty. However, we fomid, in fbOowing qp on some of 
these bcohen and the broken tai oor sasqile, that some hed adfiiated to 
other sectoes of the finandai sccvieee kidastiy, endi se banking and 
I nsiince , 


( Xu ren tt y , aac and the CnrtisiodH ies Fbtares TVadng CoromiaBioo (crrc) 
are anthodasd by law to honor eadk others ban and can dMwse to 
prevent barred IndMdoab from adgntfiig between the two legdaton. 
However, no aknfiar law or a^eementa are in farce between SEC and other 
financial aervloes xegolaton to fintt ttie Brigradon of nnsGnvdotts 
ketdearn IhareforA onacnweloae broker with a dtadplfeaaty tdatoiy (tf 

sales praettoe dNise can arigraie to work hi m iadudiy that is not 
liedenBy legnlatsA Mch as famnne^ and sd certaki finendal products 
in that imfantiy. Sknttsdy, snefa a bnte can work as a bank en^oyee in a 
Fedeid Dapodt hwaanoe CorpoattondDsared bank sdBng 
bankeponsored motnal flmds tf he or aha has a dlschdinaqr faiatocy bet 
baa not been convicted of a C lim e. 


famis 




We anal3«ed the records of 96 potenddly miscnq;ndou8 bcoken kle^^ 
in aBG*s May 1994 atalf study itdio had left the secnritico indusliy and found 
ttiat 3 of these brcdcos had migrated to the insurance Industry. We wme 
unable to determine the cucrait enqdoynmt of the remaming 93 brokers 
because data wree not readily retrievable. We also found indications of 
migrarioD from our aanqile of 100 broken with fonnal disc^dinaiy 
histodes. For example, one broker, who was barred by an S 80 for 9 
months in 1969 for nuarqoesentatioos made during an insure trading 
investigalicn, migrated ton rdated finandal services compeny and 
worired as a mortgage consultant Another broker, adio was 8a^)mKied by 
an SBO for 18 months in all ftmctkms for unautfareized trading, woriced at 4 
serving and k>an associations as aloan cdBcer and a salesperson for 
mrtificates of deposits. 

SBC, NASD, N18B, and state officials expressed concern about die potential 
for Imdcm barred from the securities industry to migrate to other 
financial aovices industries. Scene of diese indasUdes, such as banking 
and securities, are sukdect to federal regnlatkm, addle othm, such as 
insurance, are not We discussed this migraticm issue with Treasury and 
NASD oCSdala As a result of our discusacms, Treasury officials told us that 
have made initial contact with sac, CFIC, and banking regulators to 
explore the issue of migration to the banking industry. Addressing the 
issue of migration to the insurance industry would be difficult for a federal 
agesiQT because insurance is Isolated only by individual state r^ulatocs. 

Treasury officials said that they would pursue whedier CRD infonnation 
could be made available to an poCrtitial enqdoycfs wiftiin the financial 
setvicea industry, including those industries regulated by states, nasd 
officials said ffiat ftiqr had held preUndnaty discussions wifti officials of 
four bank regidatres toex[4ore the posMbflHy of maintaining enidoyment 
data, including tfisc^dinaiy histoiies, for bank employees engaged in 
s ecu ritiesrrfated sales activity. In our view, iHoepective employes of 
disciplined bndBen in financial 8revices4?riated industries would benefit 
being infbcmed of any <fi8cq[dlnaiy actions talren against the Iwokres. 
Banking and insurance r^ulatreB can access CRD infonnation ftnon^ a 
tcdlfiree number, as can securities investcns.*'* However, the 

toll-free tekudKme number cannot provide certain CSD data, sudt as 
certain cu stomCT complaint informaliQn and reasons for employment 

Stack BdbmiActcrUmPJ- t 04 aM.»UUre),NASDfeil»l 






In^rovements 
Needed in Broker 
Surveillance 


te mriiMtinn, wfakA lie avaflride only to gic, saoa, state regulators, and flie 
securities iiKhiatz 7 . 


To sife^avd inwstotii and maintrin pidMic confidence in the securities 
mailBeCSt BBC, state legcd^ora) and SOS need effective txotor surveillance 
mooitariiig sorsfiems to help them identic bndoeis with factories of sales 
pcactice abuse and <iiie8tionable sales practices, sec, state regulatocs, azijd 
the seoatties indnsUy currmdy idy (m CSD, the <nily c»tzalued 8outce*of 
infoonation on teofc^ engdosnuent and discqdinaiy fantoiiea, as a 
regulatoey suiveiDaBce tooL However, csD is ttmited in its cifMbility to 

aumxjct regulatory earvrirbiTire of unacrtynloua brolcera htwtrw nf dt^ag r 

Hndtaiioiis. Fmther, SBOS jraeially do not reqidre member firms to rqKMt 
infiamation <ai dispoaiUon ot customer comidainta. Such infonnaticMi, if 
reported to sbos fiuough csd, would he4> regulators and SBos mo nitor 
<me8tionable sales practice activities at member firms and industiywide. 

limitations tttatfestxict regulatory ami sun brolmr surveillance cspabilities 
indode the following: 

CRD has Kmited industrywide surveillance AKhA^igh SBC, 

regulators, and the aecurilies industry use C8D to mcadtor brokers with 
disciplinary histories, it was not originally designed in 1981 to be a 
compliance-related regulatory tooL Currendy, cbd users cannot easily use 
the system to pmi’orm certain flmctions desirable for industrywide 
regulatory surveOIaiw^ such as idoiti^ing brolmrs with paiticalar 
aUzibutes (ie, the type or number erf disciplinary actions), nasd is 
redesigning CSD to in part {Kovide firms and reguIatcNs widi the ability to 
identiiy and monltar brokers with specified disc^dlnaiy histories. 
Althoo^ we did not assess the redesign efforts, discassiexis with users 
and responses to our quesdonnsire indicated that the redesign may 
addrees cso users' major needs for iRq)roved c apsbi lHy to provide 
numerical data on the type of vierfathms against terkets as opposed to the 
current nonsumiuaiy narrative type information on iiKfividual tuokers. 
NASD offtfials told os that iiiq>nyviements will be irfiased in starting in 
inid-199S. 

CFTC, SBC, American Stock Exchange (amct), and stock exchanges 

are not directly reporting to cap. Cutrendy, <fisclplinaiy actions taken by 
Ae CFic, SEC, AMEZ, aiKl regkxial stock enhanges are not reported directly 
to CBD. In st e ad, CBD petaonnri most obtain infonnation on discqrfinaiy 
acdona inqroeed by ttieae enddes fitxn p<i>liciy disdosed sources and 
enter file information into csdl Direct reporting to cam these regulators 
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and be elScM^ azKl pnyvkte cmsr 

of ttte data. We noted that one brol»r who, de^ite a bar in 1988 by CPTC 
for a»tint^ to ^rk as atnder at NYSE, iite wie able to do so 

because he Sfqpaieotly did not report his disdlplinaiy history to eithar csd 
O' msB. When Che bar was discomed, he sot]^ sq;q:aovBl for and Ym 
accepted to reortar flhe secuiilies industry in 1993. 

' SBOa gmeraBy do not coilcct and report information on customer 
cwrgrfatnte&aminc&^aadBrBMitoam . Snce 1988, nisb has required 
member firms to i«patt to hnrsB quartedy aU customer conq»laints received, 
inc^idlngihenaiRe of tl^ Inok^, the t^snch where the brcdcerworics, and 
toe type of conqdaint*^ However, myse does not report this information to 
CSD. AhJ^ni^ mastcongplaintsdonotrescltin dfecqdinmy action 
o>aq)laint infonaation is useful to sios for dt^enraning hew best to 
alioeate examinatton r^ources, aoroifing to sec, nasd, ami nsse (dfidals. 
NASD trf&cudstcdd 08 that ii(q>odng a requirement on its members siinilar 
to that of NTSE w31 be on the agenda of ite September 1994 board of 
governors meedag. Customer compl^t data have provw useful for 
regulatory surveillance, as indicated by sec's use of the NfSE customer 
comj^aii^ data for its recemt staS^ study. of cusbmier oxnplainte 

to CRD by sBos would increase the usefulness of tl^ information for 
re^ola^T swveillai^ We found also totf stune stme sectuMes 
zegul^nrs wffl dlsdose all information in the crd to iivqmring investcas. 

We rettoi^dze that public (fiacloeure of ccanplaints may be ctmtrovershd 
because toey mi^ not always be imficalxve of wrongddng by toe broker. 
Iherefoxe, it mEy be necessary to maintain separate data bases, one fctf 
regoiatoiy sorwsQanee and one for ptdilic disdosmre. 

SROs do not report informati<m on custamer cwnplaint diqxisition to CSD. 

ge»»Bily did not gatha i^ixmmfon cm toe thspostion ^ customer 
ccnrqd^nts ftom member firms and, therefore, could not provide toese 
data to css. Sjy coltecting customa: comjd»iA di^>oaati(m data, sac» 
potentially cotild better assess and monitor passible sales practice abuse 
at member firms and id^tti^ sales abuse trends at a firm. Fm:instaru:e, if a 
firm has a pattm of stitling customer c(Kiq>laud5 involving sales abuse in 
favor of the customer, this may indicate toat the firm needs to better 
monihur arid tosc^hne Its broils. Requiring firms to rq)ort customer 
comfdaint di^poeltioa data to can wotdd also provide additional 
infcsmtticai could a^itt sec, SBOS, tmd sttte m^ilaCcxs, in bttter 

roonitooing brokets industrywide for possible sales practice abuse. Once 
again, puldic cfisdomire dtta about coa^dato di^Kskfon nu^ be 
oMUroveraial because ccMiq>laints may be settled in £avmr of the investor 


’mSE netnbcrflnmnenwMIqr NYSE Role SSIIOooIkC and rqmt to NTSBdtftcacaBl 
eonvlaM& Staa UBS, n tvMage of Eiw ll.Omsalw pnctkwttoikWW ItM b«at rciiwted 
aimiw&r to dia Nma tnenber Ibnm. 
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Ckincliisions 


for RaMQS cAer thn wrao 0 doliig (m the pvt of the bndcer or film. 
Therefore, in Afo eve, it miQr also be necesmy to mahitidn aqwrafee 
<l « ahe8 e a,oiie for regriatoysigveflianceaiKl one tor public diadoeure. 


The finndal health end soimdiieas of oor natioa's aecoittiee cnaEketB 
dq>end partiy on pubBc confidence that these markets operate fairiy and 
ho nea d y. AtayfoctorinpqMicoc n fld enc eiattietefffdofttiiatbetweci i 
Investota and thehr linAm »c, atate r^ulatoca^ and foe Industry all haw 
arolein p rotect fai g ia v ga lacgflnmnnacrDpnkwiabrohera. AMMMigh 

bcotpeca, the eadent to whidi onacrqpukMia brokers are active in ^ 
indnalzy could not be detenniiied. However, we were dde to detandne 
that almoet 10,000 bretoa active in die indnstiy have formal diacfolinaiy 
hletniea. <3tven Ad even a few unscrupoloas brdcecs can do seiioiia ban 
toinve 8 ton,aui:veaianoeanddlsdidinai 3 rpolkiesandpcactioesneedtob> 
aa effective aapoaeihlii We faroid evidence that ingirovemgits could be 
made in the deteetton and diadpBne of imscnyulous brokera. For 
exanude, a recent sac itaff atudy condoded t h d i mp rov em ents should be 
made to induatiy Idling and eurveiOance proceaaes and SBC industry 
di sc ip linary p ractioea. We also toend bcokeri who had been permanently 
barred from ttie indaaby but later were allowed to reenter the indnstiy 
aiKi other di adpHnff d brokers had migrated to other sectCOT of the 
finmdai services industry. RnaOy, tookv amveillance systems coold be 
linivoved by enhancing Ae rq[N»tfog discMinaiy actfoos and 
informatiop CD cnat o mer c o m pta te ts to CBP. 


Recommendations to 
tlie Chairman of SEC 


To innatui confidence in Ae securities maitets, we 

recommend Aat the Chahnian of SBC 

i m p tenci t the reconunendatioos of tte sec atatt study to strengthen 
existingdlsrtpltiwry standards, including the irnpoaitton of a pOTnanent 

bar wttfa no c ppoct uri l y for reentry, vAen warranted, 
niontor cim’aredeaigi to qisure that ttiaovidfis the cspsbiHly to allow 
regulators to more caaily identifr and mradtor txokers wiA dbcfolinacy 
histories. 


iBrect 8B08 to enhance and increase Ae reposting of information to cso. 
S^iecMcally, we lecommendAat SBC direct Ast(l)8BO formal and 
infocmaldiscfo HnMy acttonabe r qioiteddirecdytoCKDand 

( 7 \ jnfhrmaftirtn rwt ^-omplainf «tuI «Hgpr>w lri f w >« 

coDectod, mo n itored, and c^mrted to cbd. We also recommaid that s&c 
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•work with has) to develop procedures to balance regulatory surveillance 
and pt^lic <hsclosare trA^ests pertairung to (fisdosure of custcMner 
complaint and dis^XKsitii^ infonnation to regulatois and 

investors. 

work'wi&NA;^, HASAA, andthe Departnter^^&elVeasary totocrease 
disclosure of crd data pertinent to the detectk)n of un^rn^mlous brok^ 
tfuk Rdgtate from the securities utdu^zy to other se^tmts of the finaayia^i 
searvices industry. 


ReCOnimcndstion to Reco^uzmg dw potential fOT unscn^ous hrol^rs to miipate fredy from 

securities to other sectrws or tile Snandai services industiy and related 
tfl6 t^CrOtSry OI tno uuta^es, we reccanmend that the Secretiuy rrf the 'fteasury work wtth 

TjreaSUry sec and other financial repilatorsto 

• increase disdosuFeofom information avaUable to regulators and 

employers among the financial services industry and related industries so 
that repiiators may be aware of and give consideration to abrok^-’s 
disciplinary history in allocating examination resources and so that 
employers can the inft^mation m malting a hiring dedaon, and 

• determine whether le^^ation or additional rec4>rocai agreements 
between ssc and other financial reguiatots are necess^ to prevent the 
mi^ratiem of unscrupulous tuokexs to other financial services industries. 


Agency Comments 
and Our Evaluation 


We prodded a draft of this report to sEc, Treasury, nasd, and nyse for 
review and c<munent We obtamed •written ccanmente from ifflc (see s^pp. 
IH). We obtained oral comments frtmt IVeasury in a meeting with the 
Director, C^e of Ffriandal lastitiriifms IHdicymi August 26, 1994. We 
ora! OMnmei^frxm NYSE m a meeting <ai August 30, 1994, with 
NYSE’s Senior Vice Presittent, Governmertt Bdations and the Sstior Vice 
President, (kmipKance. We obtamed oral ennments from ka^ in metKings 
on August 30 and 31, 1994, with nasd’s Executive Vice President for 
Kegolation and tiw Director of Regulatory Pc^cy. Tbeamiry, nyse^ and hasp 
genesally agreed with the information provided and, with the excepti<xi 
below, war cmdviaons and recommendations. They offered stwne 
technic^ clarifications that we mcoiporated in the rqxirt ndiere 
^pix^riate. 

SEC strof^ agreed with our basic fimiing that eflorte to ensure oversi^t 
<»rbr(^ers and (fisd|iuMi ttf timse who •vioi^ laws and reflations need 
to be as elective as possiUe. However, sec advised tha£ care should be 
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exeicised In drawing coridu^ns siiortctwrik^ exist in the d^ecHon 
and disdi^e of unscr^pulotis baaed m cm's sidverse of 

brc^tm or oor sot^e, irtddh was drmm ftoffi SBC 
commented that a san^te drawn from cso wovid indude not (Hdy sales 
practice vidattota vioiMitxut th^ do not affed an imhviduai's abi% 

to act in a fidudaiy capacity as broker, such as dcivii^ while intoxicated. 

ssc's cotnmaiis infer (x>ncmi that leados mig^ use the numbezs taken 
Cron aroto reaidt erroneous oondusiMW about^ extent to which 
unscn^tit^ a ctivi t y esiste in the aecotidea induatry. We tgpte that die 
andkble data cannot be used to |»cdeci the ext»it of imscx^^ous 
aetivjfy am»s die univeise of briers and we state this eiqAd% ia the 
report Indeed, itis our cimcern with the limitatkiiw of curmdiy j^tulabk 
d^ ttuit hunted tte basis ctf our reocxnmendadons lor imi^TTvi^ CT}. 
However, it is also imptutant to note that we did not base our ovunH 
ctMKhtsituis on our samj^e. We also outadered die readts oS our 
eislyBis of^tpbc^ laws, regulations, and poiaet^ our sun^ of state 
teguiiUxxa; our analysis of cao and cro data; otd ttte finthr^ of ^s Staff 
Stxdy. 

Ctmcemhig our recfuniQ^tdtuitai 9K irMame^ dte 
recranmendations in its staff study, SK noted that it, in ctmiur^on with 
the ssos, Im begun impl«nerding a number irf the cecranmeneNions frtHn 
tike 1994 staff ;^dy. sec dtoo said that it has recommended s&os review 
thdr ndes and bfdaws widi a view towwid eidundng diaclidinaty acti<ms, 
«td {dans to mate piMfc ids pcttcy mi reentry to the industry of previously 
barred Iwofems. We beteve ^ tteoe wih be positive stqps toward 
addtesBi^ a pmci^ihm thm diac^tinary amioas nu9 be lenienL 

Br^sardiiigour reconmte»latioo ^ sec mmiter the ledeai^ (^csa), ssc 
expiessed die betef that (so’s redesign wiQ greatiy assist regulauws to 
identify and momtor i»okeRwithdisq(dinary Msto^ and add it will 
contimm to wmh: doaeiy with luso and W£Kk on enhancements to CRO. 

WhOe a^med that it was kniKXIaiti ro enta aU rdevant disdpiinary 
iiif^matiim iitio ctD, ti: disagreed with our lecmnmmidaticm that 
ac^sn^ customercmapiates, and atecsnerc^Mni^ahttdteioi^on be 
imparted to cso. ^ contended that such r^<xting w«ild chdtm and 
cream thsmdm in tim sec tpHOCiooed tte value m^eaang 

inibnnatitxi on infbnnal diadplixiaiy 

tiiat (lew safes practite sinise vicAstteu readt in inAsnnal adtens. While 
both sec and NASD mxameided that it inay be vahuble to collect and 
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monitof regsuntii^ aist<m^ complaints and their ^spo^tion, 

both wexe concerned that the reporting to investors o( unmitetantiated 
comidaints would raise due proc^and ccmcems. nasd 

CKKRUR^ted that customer conqdaiat and di^K^tion iiata sd)o\dd be used 
for r^tdattHy surveillance and not be publicly disclosed, naso noted, 
howev^, that some states ccmsider ail au> lidoimation available for public 
dsKiosure. 


We believe infonnalion m informal disciplinary actions and customer 
ctrniplaints is useful for regulsU^cy surveiHance and can help regulators 
and snos ideidify farok^s with apaltem of stdespr^i^e i^use activity. In 
the textof the r^rt, we recogi^ed possible due process and privacy 
comtrns rtiated to the mporting of custom^’ complaints and (h^josition. 
Although SBC said ^lat they understood few sales practice abuse viidaritms 
in infoitnai arsons, empirical data are unavailabie to document this. 
We bdieve th:^ if CHb is effectively redesigned, useful mformaton on 
disc 4 >iinary sxSims and cust^er complaints and their dis?K^tion simuld 
be generated and proc^sed without disorder to Uie system. In sura, we 
belie\% that sec’s ccwicems c^d be effective addressed by s®c, ^os, and 
i^ate regulators working together to (1) define parameters fca- collecting 
such 4aLa and C2) ensure that disclosure of such data to inv«t<»s wotdd 
mc^xpixsde ade<piate safeguanis raid due process pr<HectiOTS. 

Hoarding the k^e ofdLrectrep<xrtingofS£C<bscq>linaxy actions to C3tD, 
^ said that it is not prepared to change its Icmgstanding arrangemero, 
whereby Commissitm disdplinaiy actions, as annouimed in sec's Daily 
News are reixKted to cbd by nasd staff. While this anangement 
may have wosked well in the pa^ the tedesa^ of m^ provide s®c 
with Ihe cffKJrtunity to dmeoiy repeat <fisciplinary actions to crd. This 
would bettra: ensure that all disdplmaiy actions are repotted. 

Concerning our reccHtnmendatiOTts on providk^ information on 
unsenqndous brok«s to otoer sectors of the ftnandal sendres industry, 
both SEC and ’treasury agreed that pro^ectire employers of disdpUned 
in i^i^ed financi^ indistries would benefit by being ufformed of 
^ regul^oiy <a dIscipUnary actions t^en a^iinst brokers, sec said that 
i^ staff will wcurk mth other regulars to make cm> inft^^on available 
torou^out the finandal services industry. TVeasuiy officials said that they 
wmdd pursue wh^her mfonnation could be m^e avml^le to ail 

potential eaqployers wkhin tite financed services industry, inclu<fii^ the 
stato regukded insurance imhistiy 
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Mum . 


We are amdi^ tius report to ^ Defsatmcs^ of the 

l^easaiT, «wi other iittorested pattiea We wffl aiso nuke co|^ lEvaU^ble 
to others OR xe<iii^ 

Ihli i«P<»t was iK'^Mred imder ^ directi(Hi dt Bornatl 0. Bashes, 

Z)h»d^, Fteandal iasthxitioiis and lasiies. ms^ 

coi^ribitforB to this report »e listed ill sf^endix IV. Flecoe c«ttact either 
Mr. Rashes on (2 %4-0^ or me on (202) 612-86^ if you have any 
q^iestions about tiMs zepcxt 




&nmsLBothwe& 

I^rector, Fhumdd Institutions 
and Maleets Ismtes 


n^ia 
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Appcadlxl 

Formal Disciplinary Histories for 50 Brokers 
With a Bar Active in the Securities Industry 
as of November 30, 1993 



Broivr numbar 

YMTbW 

nigMlrtBr AB<»6ylw<lng 

toipoaingbaf to tar 

i 

Langlhof bar 

Formal 
dtedplnary 
octtons after teat 

bar? 

1 

196B 

SEC 

HnancW^ 

Al 

60 days 



1969 

SEC 

SaiM 

Al 

60 days 



1976 

NASO 

Satea pracSca, 

tfcwncta 

oparaiional 

FYindpaV 

■upaoAsor 

Psfmaftsnt 

No 

2 

1970 

NASD 

• 

Al 

30 days 



1976 

NASO 

FinaneiaV 

opytoofto 

a.AI 

a. 1 yaar 




• 


b.Principitf 

supar^sor 

b. Pamiansnl 



1993 

NASO 

Rnandatf 

epartaoral 

Al 

IS days 

No 

3 

1961 

MnnMoto 

SaiMpfaclice 

Al 

S^yaars 



1961 

Whocniin 

FlrancNV 

opertoonal 

Al 

120 days 



1962 

NASD 

SaiMpiactica 

Al 

Psnnanent 

Yes 

4 

1992 

Varmonl 

SUMpfaciic* 

Al 

Psrmansnt* 



1989 

Ctotanto 

SatapnciM 

Al 

4yaars 



1993 

Mnnanto 

SatapMciM 

Al 

Syears 

No 

5 

1963 

OhWiofna 

Sates pncSc*. 
InancteV 

cptnUonti, telwa 
toaapaivtea 

PHndpri 

6morahs 



1964 

AMbara 

nrMnciaV 

oparaHonal 

Al 

PMinananl 



1962 

NASD 

Satea 

teluralQ 

■yr^. 

opaialiofial 

S.AI 

a.6mon6is 






b.SuparAsor/ 

princ^ 

b. Psrmanani 

No 

6 

1974 

NASO 

SitoapfacUca 

Al 

rtomanant 



197S 

SEC 

Sates pfadica 

Al 

Psrwanant 

No 

7 

1968 

NYSE 

• 

Al 

Psnnaosnt 



1966 

SEC 


M 

PsiTaarMfit 

No 

8 

1992 

NYSE 

Falurato 

supervtea 

Supamteor 

lyaar 



(conMnuKf) 
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Fwiwiifpiertsie^y IPitaeiM fcr U BriNw 
in* • Aettfv li ttw SMrttfM iBSaattr 
m «f Novnabo' S^ itW 

Broker number 

Vember 

MpSiinr 

bi^oeinBber 

AcBt^teedinB 

tebar 

Rmcfleniram 
wMdi barred 

UngBicdber 

dtedpBnary 

acSone after test 

bar? 


1993 

SEC 

Failure to 
supervise 

Supervisor 

3years 

No 

9 

1968 

Massae^^seds Rnanced/ 
operebonal 

Al 

1 year 



1991 

Chic^ 

Bomd 

Options 

Ejffihanoe 

practice 

All 

1 nrtoniti 

No 

10 

1971 


Rrtancial^ 

operafional 

a.Al 

a. Smonths 






b. Principai 

b. Permanent 



19^ 

SEC 

Rnwtcwf 

operadonai 

AN 

Pstmaaer^ 

No 

11 

1983 

SEC 

Sales practice, 

financial/ 

c^atorrel 

a. AN 

a. 9months 






b. Pjind^ 
supervisor 

b.Pesnanent 



1963 

Iowa 

Sales practice. 

financial/ 

r^a^onai 

a. AN 

admonths 






b. PtincipeU 
supervisor 

b. Psrmartent 

No 

12 

1969 

NASO 

Sales practice, 

financial/ 

r^rerafionsri 

AH 

3months 



1990 

Pennsylvania 

Sales practice, 
failure to supervise 

a.AI 

aSOdays 






b. Principal/ 
supervisor 

b. taodays 

No 

13 

1962 

SEC 

FaiHreK) 

supervise 

^jpervisor 

30 days 



1992 

Mycx 

Failure to 
st^i^vise 

Supervisor 

3years 

No 

14 

1961 

MlnnesoUi 

FaAjreto 
supervise, sates 
practice 

S^)ervisor 

3years 

andXdays 



1963 

NASO 

nianctaV 

rymafiortal 

Principal 

Permanent 

No 

15 

19^ 

NASO 

Sates (xacfice 

Principai 

Syears 



1978 

SEC 

Sates practice 

a. AN 

a30days 






b. Supervisor 

b. PermanenP 

No 

16 

1975 

NA^ 

• 

AN 

10 



(continued) 


Page St a<W8CP M -IOS Vimem$mi9m BpUp— 



321 


BntiNf inmuInh’ 

1 } 

InpodnolHi' 

AiMwXy tidhn 
tabar 

PMaaOanffaM 
eMail baRad 

Ungteafbra 

Ferraal 
dteelpOnani 
aeliena aNaf leal 
bar? 


1976 

NASO 

• 

Pfincipal 

Parmanent 

No 

17 

1966 

NASO 

Salas praciica 

Al 

1 year 



19% 

Aiizona 

Salas ptacica 

Al 

Pwniaiwii 

No 

18 

1962 

NYSE 

RnancMtf 

ormtHonal 

Al 

tSinentnA 

Yn 

IS 

1989 

NYSE 

Salas piactica 

Al 

l8fnontt)P 

No 

2Q 

19% 

NYSE 

SMesfMacliea 

Ai 

2yea(S 

No 

21 

1901 

NYSE 

Sales piaciica 

Al 

amonoia 

No 

22 

1977 

SEC 

Sates piacUca 

a.AI 

Xda/s 






b. Supsfweor 

2yaan 

No 

23 

19% 

Penn^Naria 

Rnancisif 

operMlQnal 

Al 

4yaa(s 

Yes 

24 

1975 

SEC 

Sates piaciica. 
taiuta M supaMaa 

Al 

nairnanBisf 

No 

25 

1993 

NYSE 

Sates piactiM 

Al 

lOyaaraA 

No 

26 

1979 

NASO 

Rnsneiai 

operalkinai 

aAl 

a.3monats 






b-Finandal 

pfinc^ 

t). Pannansnt 

No 

27 

1989 

NYSE 

Sates pfactica 

M 

SmoMhiA 

No 

28 

1993 

NASO 

RnanciaV 

oparaticmal 

Al 

Pararanani 

No 

29 

1989 

AMEX 

Sates ptadica 

Al 

Sraontea 

No 

30 

1969 

PenrayMMa 

)%uncteV 

oparaMonte 

Al 

3yaan 

No 

31 

1990 

PenrayNafiia 

Sates praciica. 

lirMneiaV 

cparaiienai 

M 

2yaars 

No 

32 

1991 

NASO 

Sates practice 

Al 

PtfinaMni 

No 

33 

1978 

SEC 

Sates practice. 

tinaneiaV 

operalienai 

Al 

Pannaneni* 

No 

34 

1967 

MIEX 

Faiuraio 

suparvtee 

Supaniaor 

Syaara 

No 

35 

1991 

NASD 

Financial/ 

oparationai 

PrtecipM 

ParatenaM 

No 

36 

1960 

SEC 

• 

a.AI 

a. tyaar 






b.PrincipaV 

auparvteor 

tk Pannanant* 

No 

37 

1993 

AMEX 

FaHuraiD 

supwviia 

Supanteor 

2yaara» 

No 


(continued) 
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adtannStar laal 
bwt 

AratwriMMibif 

VMrbar 

ItipuMgr ABtfvfty hHMlnf 

trnpo<lwBtwr totar 

tffbi- Mmm 

ranBWQR WMI1 

a^dafcbaffad 

Ungift al bar 

38 

1976 

WSO 

• 

Al 

Parmanent 

No 

39 

1371 

NA» 

saw practiCB. 
MkmtOMpsiviw 

Prindpai 

Pamvanant 

No 

40 

1974 

Kszsa 

• 

M 

PamiananP 

No 

41 

1970 

SEC 

Satos pncHM. ' 
faluwiBtupaniw 

a.Al 

a. 30 days 






b. Principal 
KJparviaor 

b. ftwnanenF 

No 

42 

1977 

SEC 

Hrwnciatf 

operWofNl 

a.M 

a. 80 days 






b. S^iper^soi/ 
princ^ 

b.^(maner4 

No 

43 

1979 

NASO 

• 

PrlndpaV 

SMpetWir 

Parmanent 

Ye* 

44 

1978 

SEC 

Fakcwlo 

suparvlM 

S^arvtacf 

Parmanent 

Mo 

45 

1978 

NA^ 

SatospncSca 

a.Al 

a. 60 days 






b. Principal/ 
atyierviaor 

b.PaiTnanent 

No 

46 

1966 

14180 

&4nprse8c«. 

Anandai^ 

opafabonai 

a.AI 

a-SOda^ 






b.Prtnclpa 

b-PatmaranP 

No 

*7 

t9rai 

NYSE 

• ' 

Supet^wor 

2yeanP 

No 

48 

1976 

SEC 

Sataapractica 

9.AK 

a-^days 






bL 

Supanrlaor/ownsr 

b. 18 monihs 

No 


1968 

AM0( 

Saiaapracboa 

<^>tfonlradbig 

SmonSis 

No 

SO 

1963 

SEC 

Saiaa pradica. 
(aiuratssuparviaa 

a.Ai 

a. 60 days 






b.Prft)dpai/ 

auparaaor 

b. ParmananP 

No 


NoiK 11«M bntm WM* •efw in MiNify tMeww { < ) Mr Iws tKpind. t«y eqnlfe^^ 
tD work in « w iuncam «t>(W ftan tiM from iMct> «Mr war* teR«4 apprevaf fer 

wn oMilnwliOr (4) ttwir bir wwbshiQOppHlwI. 


dU riot eertiiri dili «ri t» (wiui* ef tw aaM^. 

*AeMi iinaffi of bv ndicod bKWM d MinwdiM knporiliQn 

^WWN>nokrto»pw*wowwt. «y b»»o w»»fclndtar>»rigMK> n^ 
hANr • ipnoMc (feM kwns, oMwr In 4l or dpwcMM. 


Sour*; QiiO mhvfei ol dMa 
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Appqidfatn . - 

Questionnaire Sent to State Securities 
Regulators 
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Q«wtlo«a>irB 8 «bC to State Socwfttea 
■ligBlarora 
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Appendix in 

Comments From SEC 


Note: Comments 
supplementing those in 
the report text appear at 
the end of this appendix. 
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See comment 1. 


Affpfdiy m 

CoewMiU Fme SBC 


Jeaae L. Betbwell 
P«9a 2 

•etlve brekera with "fetMil dleclpliiwry hlatorlae.* it is 
iapertant te reoegnisa that tbs actieoa c>D captures ia this 
category are not llBitad to sales praetiea violations or oven 
seeuritlas lav violations, hot also inelada diseloaorss relating 
to personal baakruptciaa aod liana on parsonal aeoounts. In 
addition, dlsclosaroa in thia category also ineloda indictnanta 
and eonvietiofia Cor etfsnaos ttnralatad te tbs oeourlties industry, 
sueh as driving while intesicated. Hersever, as tbo draft r^oH 
aeknowlsdgos, of the alnost S'TOrOOO active brokors, only 9,799 
< i.e. . two parosnti bad at laaat eoe "femal disciplinary action* 
reeevtiad. Proa this univetee, OM aelooted a judgasntal saapLo of 
too brokers te obtain infexaatien on tba violations leading te tbs 
aotiens. Beth the initial waivarse and the judgnsntal sopls of 
too, tharafere, included Individuals disciplined for violations 
invelving net only sales practios sbusaa, flMnelal/oparational 
vielatieos. and oriainal infraetiena such aa robbery, but alao 
tbose typss of actions that arguably do net affect an individual's 
ability te act in a fiduciary capacity as a broker, in light of 
these factors, Z believe that cere should be eMtciaed in drawing 
eenclutiens based on OhO's naivsrss er sanpla. 

additionally, draft report statoa that 2S percent of tbo 
iCl branch effioM axanlnad in oonnaetion with tba 1994 ataff atudy 
bad wuaknassas is their bndtar hiring and euperviaion preetloas. 
Z balisrva this ovaratataa the problsa and doss net socurately 
portray tba staff's findinga. Bbila tba staff did aaka 40 
refarrala of poeaUila aaoeritiea Law vielatiens to SIC anfereeeent 
staff, that nuabar oust be put into parspaetiva. Specifically, in 
planning tba ewaalnation awaap, the staff selectad theaa branch 
effiesa nest likely to have pc^lana baaed on ousteaar ecaplalnt 
infersatlea in an attsa^ te naxtnlse Ita anforceaant 
epportunitiao. JULtbeu^ tba large nnnber of refarrala was 
disturbing, it was not wtelly anantioipated given tbs dalibsrstsly 
saisetiva ssapla. Aeeerdiagly, while I do not believe that this 
la indicative cf a systsaie pc^lan, I, along vith the Director of 
the Division of hnferusMnt, roeantly wrote to the snoe requesting 
a r eport on tbo aetions that they bava taken, or plan te taka, to 
inplesont tba rseosnandationa in tba 1994 ataff study. 

Plnally, the draft rmert raiaaa eonoama about a perception 
that SBC and industry disoulinazy actions art lenient baaed in 
part on the ability of Inditaduala aubjsct to bars te ranain in or 
re*'ant«r tba industry* draft report does not, hewovar, fully 
discuaa tba dintinetlena anong bare or tbo pelleias of tha SBOs and 
the OOMaiaaicn ragarding tbo pesaiblllty of ra-antry 
nctwitbataading a bar. The diffaroncaa in tba types of bars snd 
tha polioias ragarding peosibla zu'^aatry are i^^ertant to a fair 
and aeeurata ra p ras an taties of the process by which applications 
for ra-antry are oenaidersd. For snaapla, the Coagtiaslon Ir^esss 
bsra that: (1) prohibit aasoclatien la spacifiod eapscitlss 
a supsrvieery er proprietary capacity) idiils allowing an individual 
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See comment 2. 
Nowon p. 9. 


JMMS L. BOthWAll 
peg* 3 


ta r—aln 1» th# MenrltiM Industryi (3) lncl«^ « 

•lieving for epplloetloB to r«-«at«r eftor a ayclfiad ^ 

timmt. and (3] do not Inclado any proviao ^ 

iftflTidual to apply for ra-antty aftar a apooiflad parled of tina 
K.a. . onquaimed l»aro). »a Inpoaltlon of any bar la 
■anrflnot tha iapoaitloa of an tui^lifiad bar la vioMod aa 
partleularly oovaca and la raaarvad for agroylous 
MvartbelaWf tba atatutory sebaaa camtaaplatn tba opportunity to 
apply to ro-ontar tha aocaritlaa Indaatry notwitbatandlnq a bar and 
t baliovo that tha Olvialon baa boao raaponaibla In aaking 
dotaralnationa on opplleationa to ra-antor. In thla regard, tha 
draft report Indleataa that, batwoaa October 1991 and Oacaaber 
1093 , the Caaaioalon pamltted tha ra^'antry of only «»a paraoD vho 
waa aublaet to an uaqoalifiad bar. That individual had boan out 
of tha aaeurltlaa ioduatry for 12 yoara and vaa allovad to p- 
antar only la a llnitad capacity In addition 

oubioet to hoightaood auporvlolon, tha Individual waa paralttad to 
eall only Invootaont c oop any produeta and varlahla annultlaa) . 


Tba draft r^ort four raeoMandatlona daalgnad to holp 
Maintain invaator oonfldMioa In tha aaeurltlaa aarkata. Ihaaa 
TocoHMndatloaa aro addraasad balow. 


1 . That tha ne liplaMBt tha raaoMaadatlana af tha m 

atady to atyythai anlstlng dlaaipllaary staadarda, iaaladlag 
tha Ingnaltlim af a paaaaaaat bar with no apportuaity far ra- 

aatcy ahaa varraatod. 


The ataff haa raaoBandad that SItOa review their mlaa and by- 
iBwa with a via* toward aahanelnf aanetlona agalnat raglata^ 
rapreaantativaa and brohar daalara abo owit aalaa pi^lM 
vlelatlofia. Tha ataff alao ^aoa to diaaaalnata ^lldy tba 
conmlaaloti'a poliey ragacdlnr tha re-entry of porooes aubjoet to 
onqoallflod bar oedara Upoaad by tho CcBlaelon. 


That the dse hanitar tha CB» ra4aat«B to eaaara that it 
Tfwrldaa tha a^^ltty to allow zaralatora ta aara aaslly 
[an»i«v Mad anal far haada — aieaeriao. 




The Olvialoa ooBtlaaaa to work eleaely with both tba VdttoMl 
Aosoelation of Sneurltiaa Oaalara, Xne. (-IttSD-) and 
tawleaa daoarltioa Mainiatratera daao c lotion (•»*&**) on 
anhatw^anTa to tha an that will laprovo Ita uaafulaaaa aa a 
ragwlaTfirr aurwaillanaa tool. Tha xodaalgn of tha m la wall 
mAnfaT and tho Plvlaioh la caafidant that it will aaolst 9 fettly 
tha ability of earttlatera to idoatify and aoniter broktra with 
dlseipliaary hlatorlaa. 
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Appendix HI 
CoaMPUi Pkmb SBC 


JXHM L. Botbtwll 
P*q« 4 

J. TIhA tSw MC — — - 

capsvtiat »t imUamtlam t« eSD. «c ^a« >« 

siMot t*«t 11} tm €iMi|»iia«sr ««*«•• *• 4i»*tiy 

t« dfi. MiS (t) ipSWMtiaii «■ MstlMHr oo^lxlBts mK tXAr 
SiapopitlM b* wlLMfcpS. Mltorai, tMt nportMl t« CM. 

thB oivlalm tl»«t It ip iaiwrtPiit to pntcr all rpl*v«nt 

(SiaciBilBPrr inforwtion into tJio CM ayot**; tbo Bivloloo do«i» 
not, bowovor, p^tm with tin rwcoaMadation that iftforsal aetiona 
•uch aa ataff Intarwlawa or lattara o£ eaation bo rapo^'totf to CRB. 
H>a OLvialon unSaratamla that wary fow aalaa practioe vlolationa 
raault In Inforval disciplinary actlotM. Moroovar, sMch actions 
ars not probativa o£ aoriowa problaaw anO would only aarva to 
clottor tha ayatan. tn ^a diaeasslon of tha rtporting of 
disetpllAary Infenutlon to tha CM, tha «iraft raport eorraetly 
stataa that tha 8*c to not tfiroctly raportinq to tha ORB. 
■orvarthalaas, tha Division wiahas to point out that this la in 
accocdanea with a Lonyotandinp arrangaasmt, wharaby CoMisaion 
disciplinary aetiona, aa announood In tha SEC'a Daily Raws Oiqaat. 
ara r^rtoa to tlM GM by NASO staff. Ahaant aoaa avldanca that 
thla infmrMi arra ngan ant la not vorhlny. and tha draft raport does 
not cita any, tha Division ia not praparod to ehanga tha currant 


Whila tha OLvLaion a^rooa that it nay ba valuabla to coliact 
and nonitor infocnatlon rapardiny cuatoiMir oomplolntm «»d thalr 
dlspMltloR. tha inclusiw of thlo Infwsation in CM aay land 
unnacaasary dlaordar to tha syatoa and. for unaubatantiatad 
coMlaiota, would ralaa duo procaaa and privacy Isauaa. 

4. That tha SSC work with tha ShSO, aMUUA aad tha Dapartnant of 
tha Traaawy to laaraaaa dlaolaanra of OD data partlnaat to 
tha dotoatdM •* aaaiinipulaua b a a h a r o that niarato fsan ^ 
aaowiUaa indaattr ^ othar a ad pan ta of tha fiaasoial 
aaxvlaaa indoatry. 

Hm Dlvialen apraat that proapactlva aapleyara of dlsciplL^ 
brdcara in ralatad financial Induatriaa would banafit by baina 
iaferaad of any roaulatory or dioeipilnary actions takon gainst 
tha brolcora- CMsotuoiitly, th* staff will andaavor to work with 
othar ragulatora to naRo CM Infonation available throu^out tha 
financial sarvicaa Induatry. 

Tha Oivialon appraclataa tha opportunity to coaaant on tha 
draft rMort. 1 with to thank tho GAO staff for thair afforta to 
iMrass aad intarrata ot*1 c osssa n ta aa^ hy tha Dlviai«t's staff 
durinr tha past waak. Iha Division stronrly agraea with tha CMJ'a 
basic findiag that afforta to onsura owarsiqht of brokars and 
diaeiplina of thosa who vielata laws and rauulationa nood to ba as 
affactiva aa poaalbla. Tha Division ia coanlttad to protacting 
invsstors froa unscrupulous brokara and has undartakan a nuabar of 
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GAiVCOD-lMt-m Vnaerusukius Broker* 
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Jam* L. Bothv*!! 

P«9« 5 

Investors fro* unscrvpulous brokari 
initiativM in addition to thOM dli 
and pravont aaloa praetica abuaaa 
ra^MCtfully raqnaat that thia la 
raport dalivarad to Con9raaa. 


I and haa undartakan a miabar of 
■cuaaad abova daal^nad to datact 
in tba aacurltiaa induatry. I 
ittar ba appandad to tha final 



Brandon Backar 
Oi Factor 
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GAlVGGD-94-2eB Unacrapaloua Brekcra 
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Appendix III 
Copunentx Pron SEC 


The following are gao's comments on SBC’s September 2, 1994, letter. 


GAO Comments 


1. It is not our intention to suggest that the large number of problems 
found by sec in its staff study of nine large firms and their branch offices is 
systemic of the number that exists in all branch offices. We believe that 
the SEC findings in dus unique study, along with the other concerns we 
raise in this report, indicated that some shortcomings do exist in the 
detection and discipline of unscrupulous brokers. We have modified the 
text to more fully e^qilain sec’s criteria for selecting the branch offices to 
review. 

2. We have modified the text to more fully explain the distinction among 
the types of bars imposed, and SEC and SRO policies regarding reentry to 
the securities industry. 


Pa<« 4S 


GAOA>GD-S4-208 Unaerxpuloua Brokers 
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Despite Reforms, Penny-Stock Fraud Is Roaring 

By Michab. ScHunot 

SU/y fteporter •/ Tas Wiu^ CntBST JPVWAI. 

WASHINGTON - Whendeulncupif- 
ter pemy-stock fcuidali of Ow IMto. 
federtl regulaton acted asgrenifely id 
stamp out rampeat UlUnr of mall iBvee- 
ton that amooBted to Q bUHon a year. ^ 

1994. the Securities and Bxdtaage Oom- 
mission boasted “the current level of 
penny-slodt activist is oilninal.'' 

But they're not Myine that today. 

Fueled by the bull martet. new techMiocy 
and regulatory loopholes, penny-stock 
fraud has come roarinr back -bolstered by 
some of the very remedies designed to 
pre ven t abuses. Regulaton nonr estimate 
annual losses to investors at more than SS 
iHlUoa. triple the 19698 peak. 

“Let me be blimt: ttwre are signifleant 
problems in the (ovcr-tbe^ounier) market 
and a strong regulatory response is 
n e eded." says Barry GoMsmith. head of 
enforcement (or the National Association 
of Securities Dealers. The NASD is owner 
and operator of the Nasdaq Stock Market 
and overseer of the “Bulletin Board" mar 
kel. which handles reiativetyebe^i. thinly 
traded "penny" stocks - in practice, those 
selling for S5 a share or less. 

The new NASD chairman. Prank Zarb. 
says one of his first initiatives is to dean 
up the Bulletin Board, an electronic stock 
listing created in 1990 to supplant the 
scaodal-fdagued “pink sheets" used in the 
1980s. (That market was a primitive bld- 
and-ask Orading system that printed quotes 
on flimsy sheets of pastel paper. The 
Bulletin Board gives brokers access to 
quotes by computer or phone.) The NASD 
and SBC may announce other revistoos by 
year end. 

However, earlier changes’ exacerbated 
the fraud problem by help^ scam artists 
avoid scruUny, government and industry 
officials say. In the case of the most visible 
reform, creatinf the d e ct ronic Bulletin 
Board, few regulatoty requirements apply 
to companies that use it. and its link to- 
Nasdaq gives its listings execUMlity with 
unwary investors. At the same tli^ on- , 
line tedmology simpltfies the marketing of 
these stocks. 

Neither the SBC nor the NASD knows 
exactly how much hand exists because few 
Bulletin Board companies must file public 
nnandal statements. But Harry Bisen- 
berg, chairman ttf Walker's Manual LLC. a 
tafayette, Calif., company that tracks 
smtU eompentes. estlmstes that no more 
than a quarter of the Bidlettn Board's 6.716 
stocks are aoUd and staUe. PMl^ Pei^. 

Colorado's securiOet comndaioiier. says 
many ate "abeolule shehs or bogus list- 


Policing Penny Stocks 


I Options that repulMors are considerino for stocks listed on the electronic Board: 

B Hold awksl mahHS raspaaMMs tor verifyino 
mmpaay fnancid irdomolion md require annual 


Back 


■ IMepaMidysnitohtothecoinpanyintorma- 
Von fiwkst makers fito wMi toe Ntolorul Associa- 
tion of Secwtoei Oetoers. 


I MltovtoatoeSECsregistrMlon-e 
dose toophotos. 


Unincial reports with the Sscurtoas and 
Exchange Commission. 

I MHpdito tot paanr stock nHa.posslily raising toe 
definition of a ‘penny stodC to glOor SIS a share. 

I She tot NASO Mitotoral astoaiBll to haR trad- 
ing m stocks where fraud is suspectod . 



PraUeni bi New YMk 

TUi has made It a ptoygramd tor the 
uMoupuloos. Many ptobtoeu arise in 
New York, which has no stale seewittee- 
registntioa requirements and is home to 
many small companies spedaUxing in 
cheap uotits. For exanqile. prowcutns 
aXege that loopholes allowed broker Mi- 
chael Upkln and assodates lo sell 91 
milUon of stock in Mugs Rus Inc., a 
purported souvenir maker - even after its 
only asset, a New Jersey warehouse, was 
gu^ by fire and doted by its founders. 
Andrew Eaodel, Hew York Male's assis- 
tant attorney general in charge of securi- 
ties, says such schemes qriO account for 
roost of the 4,300 corupiaiMs bis office 
eq>ects ttds year. 

Such cases hdp exiHain why the NASD 
to consUeriiM such revisfoas as seekUtg 
SBC authoriQr to halt trading instantly 
whenever stock prices and vahnne shifis 
si«gcst fraud. Currently, that process can 
lake weeks. It also may aik drat an Bulletin 
Board companies be required to file fioan- 
dal statemertts for the bcMfit of both 
regulatOR and investors. 

The SBC already monllon more than 
13.000 traded complies and isn't eager to 
add nearly 7,000 hum the BoUettai Board. 
However. SBC Chaitraan Arte 
ttys. “If evidence shows ttiat changes are 
needed, we won’t hesttnie to take quick 
action." 

Penny-stock fraud ei qdoded In the 
19B0S. when such stocks gwenlly sold for 
lets than 91 a share, and in 1990 Congress 
ordered the SBC to stamp it ouL These 
stocks let smtl Investors iMe die bull 
market dwaply. But unscfttoutout bro- 


I investors into 
buyl^ Bhtret in convaidet without real 
piquets or opentiona. Brokers pump up 
prices tong enough to dump their own 
iinMiiig K, dwu move on to other shelts- 
ieaving investors with worthless paper. 

The SBCs first move wap to make 
brokers obtain signed releases fitm all 
new buyers of penny stocks before a 
transacdoB cotdd be completed. That was 
siqipcued to make buym realise they 
were choodDg e^edally risky stocks. 

Second, the SBC endorsed the Bulletin 
Bosrd as s better-regulated and safer 
forum for thinly traded small stocks. Both 
broken and regulaton then could see 
reaHime trading of the smallest conv«- 
niea on coownter terminals. In theory. I 
they could s^ unusual volume or priM 
i^kes that might signal Illegal activity. 
RirieSM 

In 1903. the SBC also promulgated 
“Ride sot of Reguladoa D." which allows 
«man coinpaniet to sdl up to 91 million of 
stock without an SBC registration. De- 
signed to cut red l^ie for unail busi- 
ness, this exemption has become a popular 
loophole for fraud; qualifying companies 
don't have to finaodal disclosures 
to regidaton and their shares can be 
traM ttnaiediately without restriction. 

The reforms, coupled with efforts to 
purge wrotigdoen from the brokerage 
buMnen. beiped forswMIe. In June 1994, 
odidnls said a survey of 139 brokerages 
foimd that their penny-stock trading ac- 
conted for less than 9% of totaa business, 
leaving only “traces" of past abuses. But 
othen alrendy were moving to exploii the 
BiMetin Board, where tradtog of (/.S. 
stocks soared last year to SIS UBoo. 


inp." 
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Oompuiies can use it obcc a inter 
dealer afiees 10 quote tMr tfodL FMter. 
BO corporate nnaBCial standards apply. 
u»»ke Nasdaq's other UstingS' AMmi^ 
Nasdaq stresses the BoUettn Board Isn't 
asaodated with Its natioiial and sinaB^ 
markets, umraiy iamlofs can be fooled. 

OsnsUer the cue o( Mr. Upfetn. a 
so-yoLT^ Ruslan iminigraot who hu 
been charged three thnes in the past two 
years with dvfl and crh^nal fraul One 
ease, pursued Iv tte New York stMe 
attorney general, involved Mugs Plus. Oie 
so u ve ni r company. Mr. Upkinln 19M set 
Us own Manhstten Arm. Hnbert 
Rosche lac. In Mardi, U95. his asaodUes 
pi^ the tonndem of cate-starved Mugs 
Ptas $M.«N for a Sl» interest, sute proce- 
cutorssey. 

The Lipkin gioup ptanned to seU new 
stock to the pteUc bninediately. but 
n eeded to assure buyers the sharu could 
be reeoM if desired. That's where the 
BuBetin Board came in: the gnaqi he^ 
arrange (or anotbo- brokerage to Doti^ the 
NASD that it would quote Mugs Plus. In 
fact, the stock never wu quoted, but the 
NASD ootificatloa wu all the brafeen 
needed to teH buyers that a market ex- 
isted. 

Then the eonqiany's factory wu de- 
stroy by a chemical Are. The Mugs Phis 
founders - who weren't part el tte 
scheme - shut it down and New Jersey's 
env ir onmental agenqr loot over the bumi 
build^. But that didn't stop the UpUn 
group bom seUng sham. Ride S04 menot 
they didB't need u SBC i^lstration. nor 


did they need aigDed releasu from buyers 
because they let the Mugs Pius price at » 
a share. 

Dm proteect who heard from them wu 
Robert P. iraeTf e retired UHdant 
worker and reMfcrt of Apopka, Pla. He 
says be wu loU the Hugs Plus price woidd 
soon Wt Stt or more. Others were toM the 
fio ny o py WU buUdlnc a new factory, wu 
the big^ U.S. mug siqipller and migM 
be sou to Hallmark Cards Inc. An im- 
pressed Mr. Miller ptU SUJW for ijm 
sbares. 

All the dalms were false - and his in- 
vestment proi^ worthiesi. "The broker 
wu so penWent tad believaMe." be says 
now. “I got soefcered." 

He want atau. More than 280 inves- 
tors from M statu shelled out about Si 
million for Mugs Phm suck. Ihe money 
wu sent to TrfState Auto Market Oorp.. 
listed u an autofarts dealer. nccordiBg to 
New York state court records, but actually 
the addren of a Brooklyn apartment 
rented by OM of the brokers. Itthendisap- 
pui^ Aora TriState accounts through 
checks mate out fOr cate, according to 
court records. 

In Jidy im. New York sUle Aled civil 
charges agatant Mr. Upkin and 11 others. 
In a setdemeat. the defendants agreed to 
repay the Si mUUon in six montMy install- 
ments: th^ mate one payment last year 
and noM this year, proeecuion say. 

Mr. UpUn agreed to be banned for life 
from Am secwitlu businen. His lawyer. 
Maranda Fritx, say» her client "wu not 
Involved in any way with Mugs Ptu nor 
did be sen any Mugs Pha stock." and 

agreed to Ihe bu becanse he already had 
leR the securittu businen. lUs month he 
tacu a crimfaial trial on federal chargu of 
tax evasioo in an unrelated fuel-oil 
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INVESTOR ALERT: °^» 

PHONE HUCKSTERS TARGET 
INVESTORS IN STOCK 


% you’ve got to understand,' said the voice on the other end of 
the teiephone. Typicaliy. I don’t make these type of caiis. 

I i've got peopie to do that. I’ve got 1 1 years in this business 
and worked my way up to senior vice president with 400 clients and $40 
million dollars under management. I don’t need this account, but I want 
it.’ 


The caller was attempting to dose a deal for an unknown micro- 
cap stock by trotting out some of his most impressive facts. But it was all 
a lie. In fact, he was reading from a script supplied by his employer. 

‘Perhaps a return of 100 percent in 20 minutes sounds a bit 
unrealistic,* the scam artist read from another script. ‘But that’s exactly 
how all our initial public offerings trade. We did three deals last year 
yielding collectively 34 points within the first ten days of trading. That’s a 
^ct! All I ask for is your vote of confidence this one time. I won’t let you 
down." 


fTiM ui ! Uwt J. CrWaltuai • P nd Sis i An : OnAt Vale Crwm1m4 ilkcMt • SMitmr- Adrttet Hmmm ibNW CehaMai • TnsArtr: OAmA R. RwMr 
Wiwwrt: RteRMR S. CariH* iViraistl • Crdf A. CMmdiltora • Ptwr C. HMrMk (Xa • Dm Ssmb ifWMai • RraAtr W. muili iMiMii 

Swttaa Chain: Rahan U. Uai ifiimjl iitl>« lahart V MrOaaA* (SIWTiaaRi • DaaaM J. tala |-|-aftt • RanMa D. SanKk cWatalai 
tawlia tin Chain: iaaaph P. taaf lAlahaM* RaaaM W. Ihaaw i^laalalal • PraafcHa U WMsaae (Saw Jtniri • Osaflaa t. WRhara (hllMalt 

CaaoMiaa SIncisr: Ntal C. SaMna OaihaSiai ■: tahan M. lAa iPiaai | i|» a a l at 
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Taken from an actual script seized by state securities examiners in 
February 1997 from an Investors Associates boiler room, these words 
OTcapsulate the danger faced today by investors who purchase shares 
of stock in unknown companies over the phone from people they do not 
know. Although the companies are all small, It is not their size that is 
dangerous, but the dishonest way that the stock is represented and sold. 
Unfortunately, far too many investors are falling for the lure of this latest 
trend In boiler room scams. And the telemarketers, playing upon 
people’s desire for ever-greater financial returns, have been running 
away with millions of dollars of hard-earned-money. 

Among the wctims: An elderly Connecticut man who was swindled 
out of $40,000 and suffered a stroke that his wife claims was directly tied 
to the loss. A Utah man in his forties who lost $1 1 ,000 through the 
payment of commissions after being promised that his transactions 
would be commission-free. A 78-year-old Missouri man who purchased 
$6,000 of stock, then was charged with $24,000 in unauthorized trades, 
leaving him with $350. 

The States Take Action 

In response to a growing pattern of investor complaints against a 
dozen small, broker-dealers, the Board of Directors of the North 
American Securities Administrators Association, Inc. (NASAA) 
authorized a special project in late fall 1996. The mission of the special 
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project was clear: To address the problem of fraudulent sales practices 
in the micro-cap marketplace. 

In January 1997, NASAA President Mark J. Griffin created a strike 
force comprised of representatives from 12 states. The strike force was 
divided into teams, each targeting the headquarters of a particular firm. 
In addition, branch offices in several other states were also scheduled 
for audits. 

In late February, the teams struck without warning. Their 
examinations revealed four systematic abuses. They include: 

• Evasion of broker-dealer registration requirements. Stockbrokers 
and the firms that employ them are required to register in the state in 
which they do business. This requirement serves an important 
purpose: To allow state securities officials to monitor the activities of 
the firms in order to insure compliance with laws designed to protect 
investors. When a broker-dealer or its representative is not properly 
registered, that is a sure sign that something is wrong. Most of the 
firms involved in the sweep, however, were found to be employing 
unregistered agents. Other requirements triggered by registration 
include keeping proper books and records and supervision of 
employees. Yet Meyers Pollack Robbins claims that its branches are 
franchises in order to evade state supervisory requirements. 
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• Failure to report Investor complaints. Most of the offices failed to 
have centralized procedures for handiing and reporting customer 
compiaints. Examiners found filMn-the-biank forms to respond to 
unauthorized trade complaints to be filled in with the name of the 
stock, its value, and the reason for the unauthorized trade. At severai 
firms, compiaints were found stuffed in customer complaint fiies, 
inquiry files, correspondent files, and stock jacket files. One firm's 
branch office had reported only one complaint to the NASD since July 
1, 1996, yet over 90 complaints were recovered on-site by examiners. 
Another firm had no compiaints on fiie with the NASD, but state 
officials found over 300 complaints throughout the office. The 
following pattern of abuse emerged; After receiving a complaint of an 
unauthorized trade, a registered representative called the investor 
and convinced that person to hold onto the trade. The investor was 
requested to fax a note that indicated the unauthorized trade was 
accepted. If the investor later changed his or her mind, the rep 
claimed otherwise. Records of unreported settlements were 
documented as ‘clerical errors* without any back-up documentation. 

• Abusive cold calling practices. All of the firms arxi branches relied 
on high-pressure, scripted telephone ‘cold calling’ practices. Many 
were classic boiler room operations with long tables and up to seven 
phone stations per table. At one firm, all the cold callers were on the 
first floor without any supervision. They ‘qualified* clients by 
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determining ttmr market assete and internet in the stocks that the firm 
was pushing. Average pay for cold callers is $200 per week. 

*/ smsB you like to make money and you think it's a 
compeilmg buy. but I think there is another ferfor here. A 
psycftotogfca/ comfort tector... I’m a stiat^er asking you 
for an mder. Let me address Utat because ft’s our biggest 
problem. It’s like the first Mss. kMs're not day traders. Wa 
position stocks tor the long term. ’ (From a script found 
during the sweep.) 

Clients of severe! companies were able to recall and identify 
unregistered cold callers, but had no recollection of speaking or 
trading with the licensed registered representative who ail^edly 
signed off on the accounts. At one firm, there was a score board 
listmg stocks, customers, and other producOon information. No one at 
the office could explain its use to state examiners or the information 
l^ed on the board. A registered rep told an esmminer that he made 
250 calls on a good day; 70 on a bad day. All of Ns calls had been 
previously "qualifiecr by an unregistered cold caller. 

• Sales practice abuses. Unauthorized tredir^ was rampant at all of 
the firms. Firm and branch records were falsified. Customer account 
forms were marired with ttte number of the registered rep whom the 
clients insist they had never spoken to or traded with. Failure to 
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execute sell orders (no commission is paid on a sell order and there 
is no market until the next victim is found), unsuitable 
recommendations, and other unethical practices were common 
customer complaints. At one firm, a review of a thousand customer 
accounts showed that all of the clients had bought only one or two 
stocks - stocks that only that particular firm was selling to the public. 
At a time when the New York Stock Exchange average was being 
driven by the 50 largest a>mpanies in the S&P 500, these firms' 
clients were investing solely in unknown micro-cap companies. 

A Changed Marketplace 

In the late-seventies and eariy 1980s, so-called “penny stock" 
frauete were rampant in Colorado and Utah until state securities officials 
moved in and shut them down. Although the scams of today are similar 
to the swindles of that eariier time, there are significant differences. 

The most e*vious difference is the marketplace itself. Today, there 
are far more moderate-income retail investors than ever. One in three 
U.S. households nmw owns securWes, compared with one in 17 
households in 1980. Products are more sophisticated and choices have 
multiplied. Diw to ttie growth of 401(k) plans and other self-directed 
retirement programs and fears about the future of Social Security, 
people are encouraged to bo more *a®|rw8ii«' in their investments. 

The marketers of the most legitimate firms down to bottom-dwelling 
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perpetrators of fraud are singing the same siren song; "You’ve got to be 
in the market or you’re going to be left behind." The message is 
everywhere, it’s hard to pick up a magazine or watch television or listen 
to the radio without hearing advertisements for mutual funds or other 
securities produces. 

To avoid becoming a victim... 

1. Ask your state securities agency for help. When you are 
contacted by a securities industry representative, particularly if you do 
not know this person or have not heard of the firm, you must caff your 
state securities agency in order to learn more about the caller and the 
firm. The simplest inquiry is to ask if they are registered to do business 
in your state. But you should also ask about the record of the firm and its 
representative. Are there any past disciplinary events? Are they subject 
to past complaints? Are they under active investigation? Are thae other 
customer complaints in your state against this firm or agent? The 
majority of this information is available if you only ask. 

2. Ask questions. Even if everything checks out with the state, don’t 
relay on a company’s glossy brodiure. You need to ask about the 
investments themselves. Where is the company traded? Is it listed in the 
stock tables printed in your local newspaper? Investigate its trading 
history. Make phone calls. Find out more about it. Ask the salesperson - 
who is making a market in the stock? VWio else is buying in your area? 
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Is the salesperson's firm making a market in this company? The reason 
you want to ask is that they might be the oniy martot maker. And they 
might be using cold calling techniques to create a buy demand for a 
stock that insiders wiii sell when the price is driven high enough. 

3. Send copies of your complaints to regulators. When you have 
problems with a firm, you must send a copy of your complaint to your 
state securities regulator as well as the NASD. Examiners in the 
February sweep found hundreds of compiaints that irfoividual investors 
wrote to the firms that were never passed on to reguiators. Failing to 
forward a complaint to the appropriate regulator is a violation of the rules 
for firms. But if they have stolen your money, what good does that 
violation do for you? If you call to inquire about a firm, and a previous 
customer's complaint never made it into the system, you won't be 
protected. So never forget to send a copy of your complaint to the 
regulators as well. 

For more Information... 

The oldest international organization devoted to investor 
protection, NASAA was organized in 1919. It is a voluntary association 
with a membership consisting of the 65 state, provincial, and territorial 
securities administrators in the 50 states, the District of Columbia, 

Puerto Rico, Canada, and Mexico. In the U.S., NASAA is the national 
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voice of the 50 state securities agencies responsible for the promotion of 
efficient capital formation and investor protection. 

If you suspect that you may be the victim of investment fraud, call 
or write the securities agency in your state, province, or territory 
immediately. For a phone number or address, call the North American 
Securities Administrators Association at 1-888-84-NASAA. Contact 
information is also available on the association’s web site at 
www.nasaa.org. 

(»C6A7 10:59 AM 
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TRUSTING AMERICANS SUBJECT TO EMERGING 
SECURITIES FRAUD (Senate - May 23, 1997) 

[Page; SSOesl 

Ms. COLLINS. Mr. President, as the chainnan of the Petmanent Subcommittee on Investigatioiis, 1 want 
to take this oi^rtunity m higUight a growing problmi with securities fiaad in this coanliy-a jaoWem 
which affects thousands of American families who are now investing their hard earned savings m a 
hnoming stook market The problem involves the fiaudulent man^uMon of the stocks of small 
cotn^mes in which can literally wipe out investors who place tireii trust in unscnqadous tatdtes 
and stack promoters. 

Fraud in the sale of small company stacks has been increasing at an alatnring rate. In da ^ical case, 
unscrupulous brokerage fir^, often operating through intennediari^ puichare large positions in a 

company which is worthless OTofvaylimitM value and then drive its price higher through 

manipulation. They do this by aggressively cold calling thousands of unsuspecting individuals, often 
inermoienced in investing, and persuading them to purchase tire comity's stock by greatly 
exaggerating its rina^al {so^rects. The inevitable effect of this masave sales canqxugn is to push the 
price higher, at which point tte brokerage firm dumps its shares, leaving die public holding investments 
which I^idly become worthless. 

According to published reports and court proceedings, these schemes often udlire other illegal or 
unethical practices, including: The dissemination of fidse infonnation on which investors rely, the 
employment by brokerage firms of persons with criminal records, as well as the of unlicensed 
individuals whose o^y activity is ostensibly to prospect for customers but who often participate m 
sales for which they are paid under the table; and the bribing of brokers to assist m the 
manipulation by recommeraling the stock to their trusting customers. 

TTiesc securities feud schemes have been uncovered in recent prosecutions and criminal investigati^. 
At least four grand juries around the country are investigating small-stock rnanipulation— what tmy be 
the finmcial crime of the 1990's, just as insider trading was the financial crime of the 1980's. mdeerL 
according to tmbiished articles, a Federal grand jury in Los Angeles has even investiga^ a Frferal 
prosecutor suspected of engaging in securities fend. And last y^, an FBI sting operation in New York 
City resulted in the arrest of 46 individuals for this type of activity . 

In recent years, the soaring stock market has attracted millions of new investors, many of them hard 
working families trying to save for the future or elderly Americans trying to expand them retiretnent 
savings, it is understarriable that these individuals, confented with the [wospect of a^nomical hntion 
bills for their children or es^ating medical costs for themselves, fall prey to sales pitches promising 
high returns in what are supposed to be the glamour companies of the future. 

Overall it is estimated that one in three American households have some of their assets invested in the 
stock market. Most do not have the time or the resources to carefully scrutinize stock offoings to 
determine which ones are feudnient, instead putting their faith in brokets, who, because they are 
licenred by the Government, the public believes it has reason to trust. 
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Mr. President, some years ago I served as the State of Maine's Commissioner of the Department of 
Professitmal and Financial ^gulation, and one of ibit responsibilities of my department was the 
protection of investors in my State. While that experience t^ight me diat Amenca has the most dynamic 
and hoithiest c^tal markets in the world, it also tiuight me there is no shortage of con artists and 
fraudulent schemes. What was true then unfortunately appears to be true today, and regrettably, diere is 
evidence that the jnoblem may be more widesfxeadL 

While the vast majority of those >^o work in our securities industry are hitmest, we must be continually 
vi^lant in safegumtling the integrity of our markets. We must ranain committ^ to combating vdiat 
^}pc^ to be a new wave of securities fraud, involving the intense marketing aiui subsequent 
manipulation of the stock offerings of small conqMmies, many with high-tech sounding names. These 
offermgs— when pushed by overly aggressive and fraudulent marketing pitches to averse American 
families and the elderly-present a ripe of^xrrtunity to lull the investing public into believing the stock is 
about to take off. Too often, these stocks do not soar to the heavens but rather fail to the ground. 

This fraud must be fought on a variety of fronts. The regulators must continue to enforce existing 
regulations and to wati^ for illegal activity. The pi^Iic must be more careful in investing in the stock 
m^et And the Congress must— aiul will— closely investigate this growing ;xoblem of securities fraud. 

As ghairman of the Senate Permanent Subcommittee on Investigations. Mr. President I am concerned 
about this fraud in the micro-coital markets— about this maniptdation of small company stocks Wall 

Street bandits. The subcommittee has a long and proud tradition of investigating schemes vdiich rip off 
innocent consumers and taint the reputations of t^se ^^o play by the rules. This investigative tradition 
will continue under my leadership. With more and more Americans entering the stock market each year, 
the Permanent Subcommittee on Investigations win be looking closely at th^ matters, investigating 
how these stc«k manipulation schemes victimize American investors and how we can arrest this 
emerging securities fraud. 

I look forward to working with my colle^ues on the Governmental Affrurs Committee and in fbe Senate 
to protect the public ^m unscrupulous operators who would prey on hard working Amoicans seeking 
to participate in the American DtOam through investment in the stock maricet The expanding ecoiK>mic 
opportunities presented by a booming stock market should not benefit just the most wealthy Americans, 
but stould benefit average American families as well. 

As the chairman of the Permanent Subcommittee on Investigations, I promise you that we will 
vigorously investigate those who abuse the trust of their feUow citizens seeking to invest their bard 
earned savings. I further pledge that we will be especially relentless in pur efforts to expose schemes 
which exploit the elderly. Du^ my tenure, the subcommittee will use its investigative authority to 
shine the light of truth on those vsdio operate in the shadowy fiinges of America's capital markets. 

I thank the Senate for its attention. 

I yield the floor. 

Mr. ENZI addressed the Chair. 

The PRESIDING OFFICER. The Senator from Wyoming is recognized. 

Mr. ENZI. I thank the Chair. 

(The remarks of Mr. Enzi pertaining to the introduction of S. 802 are located in today's Record under 
'Statements on Introduced Bills and Joint Resolutions.’) 

Mr. ROBB addressed the Chair. 

The PRESIDING OFFICER. The Senator from Virginia. 
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NASM 

Contact; Scott Peterson 
or 

Craig Budnick 
(202)737-0900 

Crackdown Aims at Stockbrokers 
that Fleece Investors Over the Phone 

NEW YORK, NY — The North American Securities Administrators Association, Inc. (NASAA) today 
announced that 20 state securities agencies have filed 36 actions against 14 firms in the biggest 
nationwide crackdown ever by the states aimed at brokers selling stocks over the phone. 

Reading from scripts, employees of these firms pressure their victims to buy stock in unknown 
companies," said NASAA President Marie J. Griffin. "Once the price is driven high enough, insiders sell 
the stock, making fortunes for themselves, and wiping out the savings of innocent investors." 

The origins of today’s aimouncement go back to the late fall of 1996, when NASAA’s board of directors 
authorized a special project to address the problem of fraudulent sales practices in the micro-cap 
marketplace. In January, 1^7, a strike force comprised of representatives from 12 states was created and 
divided into teams, each targeting a particular firm. In addition, branch offices and additional firms in 
other states were also scheduled for audits. Then, in late Febru^, the teams struck without warning. 
State examiners discovered four systemic abuses: 

* Abusive cold calling practices. Most of the firms and branches relied on high-pressure, scripted 
telephone cold calling techniques that include falsifying experience and performance, as well as 
other outright lies. 

* Sales ixactice abuses. Examiners found an army of unlicensed solicitors who are accused of 
fidsifying records, conducting unauthorized trades, and failing to complete trades. 

* Failure to report investor complaints. State examiners found hundreds unrejiwrted . Most of the 
offices audited failed to have centralized procedures for handling and reporting customer 
complaints. 

Evasion of broker-dealer registration requirements through use of third party franchise 
agreements. 

"HistcMically, udien you shine a light on these types of firms, the individuals who organize and 
participate in them disperse like cockroaches running for cover, only to turn up later. But for those of 
you engage in these types of practices, let me tell you, we're going to track you down wherever you 
go and put you out-of-business," warned Griffin. 

The 20 states participating in today’s announcement include Alabama, Cormecticut, Delaware, Illinois, 
Indiana, Maryland, Massachusetts. Missouri, New Hampshire, New Jersey, New Mexico, New York, 
Ohio, Oldahoma, Pennsylvania, Texas, Utah, Vennont, Washington, and Wisconsin. Other actions will 
follow in the weeks and months to come. 


For Immediate Release: 
May 29, 1997 


Griffin's entire and an Investor Alert that details the scope of the problem have been posted on 

the NASAA web site at www.nasaa.orp 


06/04/97 J0:16r59 
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Hie oldest interoaisonal organization devoted to investor protection, NASAA organiaxd in 1919. It 
is a voluntary association with a member^p consisting of the 65 stetc, provincial, and territorial 
securities administrators in the 50 states, the District of Columbia, Puerto Rico, Canada, and Mexico. In 
tte United States, NASAA is the voice of the 50 state securities agencies responsible for efficient capital 
fenmation and grass-roots investor protection. 

PARTICIPATING STATES 


Alabama; 

Target: Investors Associates 

Me^ Contact: Joseph P. Borg, Director Securities Commission. (334) 242-2984 

Cttnaecticut; 

Target; Investors Associates, First United Equities, Nationwide Securities 
Media Contat^: Greg Futoma, Communications Specialist, (860) 240-8171 

Pelaware; 

Target; Investor Associates, Kensington Wells 

Media Contact: Patricia Dailey, Deputy Attorney General, (302) 577-8926 
Illinois: 

Target: Investors Associates 

Media Contact: Robert Newtson, Director Securities Department, (217) 524-8040 

Indiana; 

Target: Investor Associates, LT Lawrence, Toluca Pacific 

Media Contact: Mary Lynn Ricks, Deputy Secretary of State, (317) 323-6535 

Maiylaad; 

Tarj^t: Initestor Associates 

Meda Contact: Robert McDonald, Securities Commissioner, (410) 576-6362 


MaMachaaetts; 

Target: Investor Associates, Meyers Pollack _ ^ 

Media Contact: Jack McCarthy, Chief of Staff, Secretary of State’s Office, (617) 727-91 80 


Miitouri: 

Target: LT Lawrence & Co., Capital Securities / WB McKee. State C^tai Markets, Meyers Pollack 

Robbins 

Media Omtact: Douglas Wilburn. Commissioner of Securities, (573) 751-1858 
Ngwr Hampahire; 

Target: Invested Associates ^ 

Media Contact: Peter Hildreth, Director of Secunties Regulatioii, (603) 271-1463 


New Jersey; 


2 of 3 


06W/97 1G:17K» 
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Target: Invests Associates 

Me^ Contact: Frank Widmann, Bureau Chiefs Bureau of Securities, (201) 504-3610 
New Mericft! 

Ta^: Staling Foster 

Me^ Contact: Michael J. Vargon, DeinUy Director, Securities Division, (SOS) 827-7140 
New York: 

Target: Investor Associates, First United Equities 

Media Contact: Andrew Kandel, Assistant Attorney General in Charge, Bureau of Investor Protection 
and Securities, (212) 416-8989 

Ohio; 

Target: Investors Associates 

Me&Contaa: Thomas Geyer, (Commissioner of Securities, (614) 728-2724 
Oklahoma; 

Target: Biltmore Securities, William Scott & Company, Euro-Atlantic 

Media Contact: Irving Fau^t, Administrator, Department of Securities, (405) 280-7700 

PennsvlvaBia; 

Target: Investor Associates 

Me^ Contact: Arlinda Willis, Supervising Attorney, Securities Commission, (717) 783-4218 
Tciasr 

Target: Investor Associates 

Me^a Contact: John Morgan, Deputy Securities Commissioner, (512) 305-8302 
Utah: 

Target: LT Lawrence & Co., Meyers Pollack Robbins 

MeSa Contact: Marie GrifRn, Director Securities Division, NASAA President, (801) 530-6600 
Vermont: 

Target: Meyers Pollack Robbins 

Media Contact: Richard Cortese, Deputy Securities Commissioner, (802) 828-3420 
Washington; 

Target: Investors Associates, LT Lawrence 

Media Contact: Deborah Bortner, Securities Division Administrator, (360) 902-8797 
Wisconsin; 

Target: Investors Associates 

Media Contact: Patricia Struck, Securities Division Administrator, (608) 266-3432 

0506/97 5:09 PM 
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news/broadcast 

NETWORK 

lUMMePORT HASHUVOKT KASHKSFOKTflASHMgPOKT fLASHR^ORT nASH^eOKT HMHK^OKT 


PRELIMINARY REPORT OF USAGE: 

NORTH AMERICAN SECURITIES ADMINISTRATORS 
ASSOCIATION, INC. 

"CRACKDOWN ON TELEPHONE STOCK SCAMS” 
Video News Release 


DISTRIBUTION: Video was distributed via satellite, Thursday, May 29, 1 997, with a 
refeed ort Friday, May 30, 1997. 

MONITORING: Follow up tracking is performed through Nielsen's SIGMA electronic 
encoding. 

SIGMA data covers broadcasts through 6:00 AM EDT, Tuesday, June 3, 1997. 


BROADCASTS 51 

STATIONS REPRESENTED 30 

AUDIENCE 19,604,000 


All BROADCASTS confirmed through SIGMA encoding are in a table showing exact 
half-fiour of broadcast and that time period’s audience. 

All AIRTIMES are local time per ntarkel 

LENGTH (LGTH) is the total seconds of video broadcast as tracked by SIGMA. This is 
not necessarily the total length of the story. 

REPORTING SCHEDULE: Updated Rash reports will be provided each Tuesday and 
Fridaybytoc. The final report will be available the week of July 14, 1997. 

rVBN CONTACTS: 


CLIENT SERVICE 

Mary del Castillo 

202-638-1603 

DISTRIBUTION SERVICE 

Shari SmilowHz 

212-669-0888 

REPORTING SERVICE 

Tom Hill 

909-621-6903 


HASAAVNR 


1 
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THE NEW YORK TIMES, FRIDAY. MAY 30. 1997 


States Lead a Crackdown 
On Telemarketing Brokers 

14 Firms, Most in New York Area, Involved 


By LESUE EATON 


Americans wtw live west of the 
Hudson may have good reason to 
hate New York, based on evidence 
presented yesterday by securities 
regulators from 20 states who 
cracked down on stockbrokers push- 
ing penny stocks by phone. 

Led by Attorney General Dennis C. 
Vacco of New York, the regulators 
filed lawsuits and other enforcement 
actions against several individuals 
and H firms, almost all based In the 
Hew York metropolitan area. 

“Tbey operau In the shadow of 
Wall Street, which lends them an atr 
of legitimacy.'' said Mark J. Griffin, 
director of Utah’s securttles division 
and head of dte North American Se- 
curities Administrators Association, 
which coordinated the sweep. He es- 
timated that there were probably 50 
such telemarketing boiler rooms do- 
ing business around the country. 

Four defrauded investors — none 
fmn New Yorii — told of losing their 
savings to fast-calking, high-pressure 
stock salesmen who bought and sold 
shares without their permission and 
sometimea against their wishes. 
"They can convince you right away." 
said Billy Heliums of RosweU. N.M.. 
who add^ "Bewaret” 

Legal actions filed by the sute 
regulators included dozens of scripts 
used by cold-callers, compleu with 
sudt stage directions as "pause." 
“lower voice," "sincerely," and even 
"chuckle, chuckle." The scripts in- 
clude lines for breaking down vtc- 
tims’ defenses, including flattery 
("You are rated as an A Investor 
through IXtn k Brad Street (sic)"), 
promises ("My prediction is in 20 
mtontes you will get a 100 percent 
return") and even insults ("I’m not 
asking the color of your underwear. 
I’m sure it's white"). 

Regulators say the problem has 
gotten worse recently. Mr. Vacco 
said complaints and inquiries to his 
office jumped by 40 percent since 
last year, to 3.100. Om reason, he 
said. Is that with the soaring stock 
market, "more investors are coming 
in. and the pilches are being well 
received, unfortunately." 

The States' special enforcement ef- 
fon came as Congress, under pres- 
sure from many large brokerage 
firms and mutual fund compames to 
reduce state regulation, has been at- 
tacking state actions. Recently, 
states lost jurisdiction over large in- 
vestment advisers like mutual funds. 

Now. the Securities and Exchange 
Commission is working on a report, 
ordered by Congress, on state licens- 
ing of Individual brokers and firms, 
whicb are also governed on the Fed- 
eral level by the S.E.C. and the Na- 
tional Association of Securities Deal- 
ers. Securities firms argue that state 
efforts duplicate Federal work and 
waste time and money. 

In a response that the sute regula- 
tors’ association plans to file today, 
the sute offldais will argue that 


citizens. New York, lor example, has 
twice barred a felon who was con- 
victed of first-degree robbery and 
attempted murder. Ohio recently 
barred a salesman, approved by the 
NA.S.D.. who faced Federal charges 
of securities fraud. 

The NA.S.D. can pull brokers' li- 
censes for only very limited reasons, 
and cannot take into account sute 
actions, regulators say. Moreover, 
the states respond to all customer 
complaints, no matter how small 
"We're the local cops on the beat — 
when someone has a complaint, they 
may write the S.E.C. a lener, but 
they land up on our doorstep when 
we open our offices m the morning," 
Mr. Griffin of Utah said. 

In addition to abusive sales prac- 
tices, the states' regulatory sweep of 
small firms turned up what some 
regulators call an alarming new 
trend : franchise boiler rooms. Regis- 
tered brokerage firms are said to be 
selling their names and licenses to 
"branches" that operate Independ- 


A bull market in 
complaints about 
pressure tactics over 
the phone. 


ently, without supervision. The li- 
censed firm may not have customer 
records or know about complaints 

One firm that engages in this prac- 
tice, Investors Associates, was the 
target of 15 suiet’ enforcement ef- 
forts. The firm ts based in Hacken- 
sack. N. J.. and has branches on Long 
Island and In Florida. New Jersey 
issued a cease-and-desisi order 
agamst the firm and its principals: 
New York sued it in State Supreme 
C:ourt. asking a judge to bar the firm 
and Its employees from manipulat- 
ing initial slock offerings, using unli- 
censed telemarketers and ignoring 
customer complaints 

Investors Associates said in a 
statement that it would cooperate 
with the state regulators to clear lu 
name, adding that it "never con- 
doned any improper sales practice 
and will take all necessary steps to 
rectify such inappropnate behavior, 
should It exisL" 

The other brokerage firms named 
by the regulators included First 
United Equities of Garden City. 
N.Y.: Kenstngtoo Wells Inc. of Syos- 
set. N.Y.: 1. T. Lawrence of Manhat- 
tan; Tohiea Padflc Securities, which 
has offices on Long Island, and in 
Florida and California; Meyers Pol- 
lack Robbtos of Manhattan; Silt- 
mere Securities ol Fon Lauderdale. 
Fla., and William Scon & Company 
of Union, N.J. 

Executives at the firms either de- 
clined to respond to the stales' alle- 
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Money 


FRIDAY, MAY 30, 1997 


State regulators charge 
14 brokerages with fraud 


By Lorrie Grant 
USA TODAY 

Securities regulators from 
20 states announced actions 
against small brokerages 
Thursday, saying they sold 
stocks over the telephone using 
dishonest sales pitches. 

In the states' biggest crack- 
down ever, enforcement ac- 
UoDS were filed against U 
firms as a result of the North 
American Securities Adminis- 
tratois Association's (NASAA) 
year-long campaign to stop 
fraudulent practices. 

A strike force of state exam- 
iners found rampant abuses, 
such as high-pressure sales tac- 
tics and unauthorized trades. 

NASAA says firms duped un- 
wary investors by selling them 


low-quality securities and lying 
about the risk. Once the stocks 
ran up in price, NASAA says, 
brokers sold the shares they 
owned at a huge profit, driving 
the price back down and wip- 
ing out investors' savings. 

Hackensack. NJ.-based In- 
vestors Associates was dted by 
15 state regulators. In one case. 
Helen Sprecher. 85. a retired 
grocer from Philadelphia, says 
she lost S99.000. Sprecher al- 
leges an Investors Associates 
bt^er sold her RJR Nabisco 
stock despite orders not to. 
then bought stock for her in a 
telecommunications firm that 
later plummeted. 

David Sayid, a lawyer for 
Investors Associates, says it 
will cooperate with investiga- 
tors and clear its name. 
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.B7C THE WALL STREET JOURNAL MONDAY. JUNE 2, 1997 

Securities Regulators Cracking Down 
On Sales Fraud at Brokerage Firms 


NEW YORK (AP) ~ Securities regula- 
tors in 20 states are cracking down on 
fraudulent stock telemarketing practices, 
as visions of big returns in the booming 
stock market are making more people prey 
for scams. 

Fourteen brokerage firms are accused 
of making unauthorized stock trades and 
other fraudulent sales practices. 

“In this high-flying bull market, it's 
easy for swindlers to make claims of 
outrageous returns sound plausible, " said 
Mark Griffln. president of the North 
American Securities Administrators Asso- 
ciation. 

NASAA is a private organization repre- 
senting state securities regulators that 
spearheaded an investigation into fraudu- 
lent stock telemarketing. On Thursday. 
New York Attorney General Dennis Vacco 
announced dvll suits agdnst the 14 broker- 
ages as part of the multistate crackdown. 

The firms were charged with high-pres- 
sure calling techniques and outright ties. 
They also were accused of allowing unli- 
censed soUdtOTs to falsity recmrds and 
conduct unauthorized trades, as well as 
falling to report investor complaints and 
evadi^ broker-dealer registration re- 
quirements. 

“They’re very impressive when they 
talk to you on the phone. Like a brother. 
They get you to feeling very comfortable 
with them," said Billy Heliums, of Ros- 
well. N.M.. who lost about $1,500 and was 
on the verge of investing much more. 

Mr. Heliums and three other victims of 
allegedly abusive telemarketing practices 
joined Mr. Vacco. NASAA's Mr. Griffin 
and New Jersey Attorney General Peter 
Vemiero at a news conference. 

“Unfortunately, far too many investors 
are falling for the lure of this latest trend in 
boiler room scams. And the telemarketers, 
playing upon people's desire for ever- 
greater finandal returns, have been run- 
ning away with millions of dollars of 
hard-earned money." Mr. Griffin said. 

Brokers at Investors Associates Inc., 
based in Hackensack. NJ.. allegedly ab- 
sconded with about $60,000 belonging to 
Helen Sprecher, 85 years old, of Philadel- 
phia. The money represented 90% of the i 
money saved by Mrs. Sprecher and her l 
husband from a neighborhood grocery 
store they owned for 40 years. 

Mrs. Sprecher said her troubles began 
when her regular broker took ill and she 
was contacted by another agent. "He 
sounded like a nice, friendly grandfatherly 
man," she said. 

In a statement. Investors Associates 
said it would cooperate with regulators. 

"A number of firms have recently been 
lasted by certain states in connection 
with allegations of improper sales prac- 
tices. Investors Associates has never con- 
doned any improper sales practice and 
Investors Associates will take all neces- 
sary steps to rectify such inappropriate 
behavior should it exist." the statement 
said. 


complaints Involved low-priced shares of 
high-risk stock. 

Other New York City brokerage firms 
named by Griffin were First United Equi- 
ties, LT Lawrence L Co. and Meyers 
Pollack Robbins. First United president 
Douglas Traynor had no comment. The 
other two firms did not immediately return 
phone calls for comment. 

Mr. Heliums, a New Mexico building 
contractor, said he invested his money 
with a broker from the Uniondale, N.Y.- 
based Sterling Foster brt^erage firm. The 
company did not return a phone call seek- 
ing comment. 

Mr. Vacco said he had Tiled civil actions 
against First United ami Investors Associ- 
ates. A total of 16 states have taken action 
against investors Associates, including 
New Jersey, which has moved to revoke 
the firm 's registration Co do business in the 
state. 

Another alleged Investors Associates 
victim was Louis Poggl, 45. of Pembroke. 
N.H.. who said he lost $10,000. all of his 
savings. "I was careful as a human being 
can be and they did something illegal. " the 
Fed«al Express dri^r said. 

The 20 states participating in the crack- 
down are: Alabiuna. Connecticut, Dela- 
ware. Illinois. Indiana. Maryland. Massa- 
chusetts. Missouri. New Hampshire. New 
Jersey. New Mexico. New York. Ohio, 
Oklahoma. Peimsylvania. Texas. Utah. 
Vermont. Washington and WisronsiiK 

California. Grorgia and Florida are 
expKted to announce similar actions 
against broker-dealer firms in the next 
month. 




ON THE FRINGE 


Never open a brokerage account with a firm that calls with a hot stock. 
If you think we are being dogmatic about cold-calling, read about 
these horror stories. They could happen to you. 

On Sleazy Street 


By Gretcfaen Morsduon 

When Louis Poggi picked 
up the telephone that day 
in )unc 1995, Patrick 
Boyce u*as on the line 
again. Boyce, from 
Investors Associates, had a 
stock tip: Universal Self* 

Care, trading over-the* 
counter at Poggi, a New 
Hampshire father of five, 
makes 545,000 a year as a Jp. - | 
tractor*traiier driver for Jb 
F ederal Express and had m- a 
bought stock only on a 
few occasions. ^ 

“1 said no," Poggi ^ 

recalls. “I tell you the guy 
was like a rol^t. He gees 
ri^t back into the sales pitch 
again for the third time. I said, ^ 
look, emphatically, no, I can’t do 
it. I don’t know anything about the 
stock.” Poggi hung up, thinking 
Boyce had gotten the message. 

Pitchman Boyce purchased the 
stock anyway. In a previous phone 
call, he had gotten Poggi's Social 
Security num^r arul address — all he 
needed to enter the trade. Poggi had 
an account with Investors but had 
sent no money to Boyce. 

When Poggi found out that he 
now owned 1 ,000 shares of Univer- 
sal Self-Care, against his wishes, he 
told Boyce to sell it. Both Boyce and 
his branch manager refused and pro- 
ceeded to browbeat him for payment. 

“I lost it," says Poggi. “I just broke 
down crying. I mean. I’m up here in 
New Hampshire, these guys are 
down in New York killing me. You 
do this kind of stuff to someone who 
is your worst enemy." Poggi com- 
plained to the New Hampshire secu- 
rities regulators, who su^ Investors 
to revoke its license. After the license 
was revoked in A{^, Investews filed a 
motion for reconsideration. 




If there were an award for bucket 
shop brokerage of the year, Hacken- 
sad^ N.J.-based Investors Assodates 
would win it. Three states have 
revoked the firm’s license and anoth- 
er 1 3 are proceeding against it. Alle- 
gations: unethical practices, false and 
misleading statements, fraud. The 
firm regularly stonewalls regulators, 
refusing to honcM* subpoenas, contin- 
uing to do business without register- 
ing or in defiance of orders 
to desist. 

Investors Associates, state regula- 
tors estimate, has relieved customers 
of at least SIO million in the past two 
years. Its tactics are pure bc^ room. 
A sales script recovered from a crash 
bin at an Investors office reads, "My 
prediction is in 20 minutes you’ll get 
a 100% return in the stock.” 


One Investors broker had 30 cus- 
tomer complaints lodged against 
him. Was he reprimanded? No, 
^ because none of the complaints 

ever made it to the National 
Association of Securities 
Dealers, which supposedly 
^ keeps an eye on brokerage 
firms. Instead, they collected 
cr dust in a file at an Investors 
% office. When state regulators 
asked the firm’s compliance 
1^^^ officer about this oversi^t, 
he said, "I have no idea 
why the guy is still here." 

a never-ending 
battle against the cold- 
callers. They oumumber 
and ouemaneuver the 
cops. In its ten-month- 
ly^ long Street reguUtors 

^ from 20 states — including Con- 
tseccicut, lUincM, Utah and Califor- 
nia-joined to try to shutter the 
w^>rst of them {ut tabU, p. 264). It’s 
worse out there than you think, 
according to Mark Griffin, president 
of the North American Securities 
Administrators Association, which 
coordinated the crackdown. 

Says Indiana Securities Commis: 
sioner Bradley Skolnik, “For these 
firms, financial penalties are a cost of 
doing business." With mark-ups 
pretty much whatever they please, 
crooks can afford to pay pcnaltio. In 
a against Biltmorc Securities, 
Skolnik barred the firm from selling 
any stocks other than those listed on 
one of the three major exchanges. 
This eliminated almost all the firm s 
business. 

Bull markets make investors more 

vulnerable. They read a^t killinp 
they want in on the action. Andrei 
Kandel, chief of New York’s Investor 
Protection & Securities Bureau, say» 
that his office recovered more m 
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BnamoncoiK 

fines, costs and penalties last 
year than in 1990 thruug;h 
199S combined . Com* 
plaints and inquiries from 
invcstf>rs u-erc 40% higher 
last year than the year 
before. In a 12*month 
period ending September 
1996— the most recent fig- 
ures available — state regu- 
lators like Kandcl 
brought 7,000 enforce- 
ment actions against 
brokerages. The NASD 
brought 700, the Secu- 
ribes & £.xchange Com- 
mission, 1 00. For e>*er\’ 
ca.se brought, chances are 
many other >ictims wallowed 
their losses silently. 

Don’t be a willing ricrim. 
Information is your best 
friend. Don't rely on stA.CD material. 
You can get a disctpltnary file from 
either a state regulan^’ >Ecncy or the 
NASD, but the latter’s file is likely to 
be very skimp)'. It includes only a^- 
tration eases that hasT been settled 
and enforcement actions that have 
been taken. State regulators also 
supply information on cases pending 
against brokers, as well as customer 
complaints. And becauK the na.sd 
docs not rccogniae state sanctions 
against firms or individual brokers 
when evaluating them, a broker or 
firm could be sanctioned by 15 states. 



and could still have NASi>'s stamp of 
appro\*a!. 

E\‘ask>n of broker/dealer registra- 
tion requirements is a neu* and gross'- 
tng problem. Regulators say two of 
the worst offenders arc Meyers Pol- 
lock Robbins, with 30 branches, and 
Investors Associates, with 16. Anoth- 
er is Toluca Padfk, with 1 1 branch- 
es. They arc basically franchisors vdio 
let out their names to independent, 
thinly captraltzed operators. One 
Meyers Pt^lock franchisee bought his 
operation wth an S85,000 loan on 
which he paid $30,000 in annual 


Wall Street^ Hall of Shame 


I m ia in tiailili i i>iawlii« (H ii > mtw iiw MUrtl DMt. 
» • Mnc call ywIMa MM ar Ohm araH, taw ■». 




interest. A branch manager told 
investigators: "Getting regis- 
tered as a broker/dealer is 
too expensive and difficult, 
so we set up independent 
franchises." 

Brokerage firms are 
supposed to tcH the 
N.vsn about customer 
complaints. Sometimes 
they don't. Investors Asso- 
ciates had no complaints 
fwr file with the NASD a 
particular branch office, 
but examiners found 
over 300 complaints at 
the branch during their 
sweep. 

F.vcn the file of 300 
was incomplete, an 
employee explained, 
because “somebody broke 
into the branch and stole the cus- 
tomer complaint file.** Some 90% of 
the complaints alleged unauthorized 
trading. 

The 1 2 firms targeted in the late 
May ssveep all use unregistered cold- 
callen to locate victims and bring in 
registered brokers (like Patrick 
B<^e) only to close a sale. A branch 
of Meyers Pollock had 90 phone 
banks all selling one illiquid stock 
from a list that included Creative 
Medical Development, Princeton 
Dental Management Coq>. and 
SmartSen'c Online, Inc. A branch’s 
phone records showed I million 
phone calls made in a month. 

The scripts these frenzied phone 
calkrs use would be hilarious if the)’ 
did not do so much damage. Script- 
ed answer at First United Equities 
Corp. to a prospertis’e investor who 
says he's not in the mood to invest: 
“Tliai's what my wife said last night. 
You know what? This morning she 
thanked me." 

Or this: A prospect asks for a 
report on the company being 
pitched. The cold-caller, without 
losing a beat, responds: “\^^en 
Columbus discovered America, he 
didn’t send a report until he actually 
saw the land. At that point it was 
history." 

Now you see why we say, never, 
ever, ex'er buy a stock pitched over 
the phone from someone you do 
not know. B 
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Ohio gets tough 
with brokerages 


■ One brckerage was farced to let 
customers canm tracks while an- 
other was denied a dealers’ license. 

•yMbagrtMaa 

Uipeadt Suana 

A Califeniia-bised ooime dBcnctt ttoek bro- 
ker msc pn thmifanris of Otoons die to 
emeel node sinoe Jen. 1. OUo ewniii i iis 
Kg uie aa s aid yeaMriey. 

Ib ft SBfBZtB Obk> 19 otbfir ssstES 
^ aetia against 14 seoadtis fims vitii Usor- 
ies of Usb‘'prBsnv 4Bics tactics> 

oo^e’brater, £>-11ade Stniritifs Inc. of 
Palo Ako. CaEf. lan into poUana «idi state 
Rgniatcn win it fided to rdbw as kntar- 
doier B egge that eanred Sec 31. Tlie eoc i paii! . ' 
has been iioenaed to seD seeaHes m the stau 
ance 1992, and csDed its fishne to lenew die 
iav j w an mutigiit. 

Between Jan. 1 and Manb 31. tbe anBfrmwi 
£-11ade fondnrTed 18.590 auck nansaobons and 
opened IJOO new aoooanis in Onia, a viohdiai of 
sate seemaies lass. 

To settle the matter, the Ohio D enai tment ol 
Commeroe's Dhdsioa of S ee ui ' iti e s agreed to re- 


new as iieesse if OUoans who boo^t stock 
donogh E-lkade were green die option to nnn-i 
the trades. Irrmns who sold stodt aren’t tndial- 
ed in the a rtt i miem 

E-lkade also was l e qu i r e d to not^- oismm- 
era of die agreemeot. and give them 30 dajrs to 
Rspood. 

*We don’t cc n i ddff them to he a cnUeir. 
bnherdealer.' said Ohio See u iUia Cotnirtissian- 
cr Thomas Ge^. explaining die iioense renewal 

E-Itide aba fided to renew is Nebraska 
brakerdeder Boense tbs veir. That state fined 
the ooctmatg S94j000. 

“ra 1^ to drink oor result was better." 
G^ecr said. ’’We did aontetriing for Ohio tnvcsuxv 
and didn't jnst eoUeet a fine." 

in the ocher matter, the IBvtsion of S e or rrt i e? 
deeded an ^yirarinn by Invesmrs Associates inc 
of Harkrfit i ok, NJ_ for a aeastdes dealers' 
Heensr 

Qayer sad InvctBss Asaodaces was licensed 
to do bosines bi OMo for aeeeai years. A I99T 
Boesae request was deosed when a review of the 
application tuned up 12 aeporate disdpinary 
actions egatnat tbe oompany in odas- states. 

are bad people disc nse high-pressare 
sales practices.* Oeyer said. “We said. I'ou can'; 
do business in Ohio becanse cf aU the Dtobieins in 
tbe ocher aates." 


Geyer said Invescora Assodaies deab primaciiy in law.priced. lioie- 
kntmn stocks, “and drose ace amoiy die most tisky aeoBities.' 

OUo’s action was pact of natkarwide oaekdm oo noken who pvidl» 
amcks over the te j e plaine , S e or rit ies tegubcora than 20 states yeaerdav- 
accused 14 swerrinrs firms of vMaiinns that inchide fidsifying leo ail ^ 
imanthnriasd trading, fidlntc to c o m pl ae trades, npiwaring wichauc a Bcose 
and nsmg l^-fressuie sabs tactics. 

Ihe ririrqilinary aoiaiis go back to last M. when regubten who bebeg 
to the Ntatb American Securities Ad mimsuaio ts Association decided to 

Tnv»grigW» fr«iv4iW r»l»plvin» g/vlf ialp« nn»-lV»» 
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2 S«ctloo3 CnieageTrlbun*. Friday, May 30. JS97 

Business briefing 


STOCKBROKERS 

Nationwide crackdown 
on phone-sales abuses 


Itiiniis 

new YOBE— Froaecutois and se curtt te 
rafolaton la BlinoU and 19 otter sta tes 
^ntmaday imveOad a saries of wnfhrmn ant 
actions intsndad as a crackdown on hl^- 
pceisura peany-stock sales abases by small 
bc6ktrt0M> 

Fonrtecik firms wsn namsd In a total ot 
Tt amtor easaeat actlops. otPdaU laid. 

It was tbs bicBsst nattonwids oadedown 
mr b 7 state autborities against br oto s 
stodcs owr tbs trispbens. aecoruag 
to ths Noetb Amwrifltn Sacurtfies Aitmtrrt s- 
traton AssociatlozL an tunbRlla rcsnlator 


grow. " 

Tbs actions, which fbOowad an mvssdga- 
tion began last liaQl. centered on te^ 
phone sales practices that omclals said 
were used to dupe unwitting individual 
tnvsston into stoeb s. 

«*Resding from scripts, employees of these 
firms pressure their victims to buy stodc in 
unknown companies,'* said association Pies* 
ideotMarh Grtfiln. 

One firm cited in New York and New 
Jersey was HacTfensacK, NMl.-based Inves- 
tors Associates Inc. The firm, which 
dedined to oommeBt was named in adk^ 
In a total of 1ft states, making U by Car the 
hardest-bit among thoee named. 

The ectlons varied widely 

from state to state, but In eetne eases, tem- 
porary orders to cease business were 
handed down. 
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Mmlteiing R^oft 

NASAA/ BROKER CRACKDOWN COVERAGE 
i/29 To 6/2 


1) QockS Morning AiiMMfea 

ABC Network ProgiMWrtng 6/30/97 74K>4:OOAM 

31.36 R; BroiMrmei»iewn. S«eu(ititaf9gal«ter«fnm20ttttM«iy4fwt 
Mmo otock broils m ttidng o d van t a g«» of buU rrarkot TheY 

■r« suing 14 brekwsgt firrm for dsfraushg invMtors through hi^ 
prossuro sslss taetfes tnd ethor tsiomsrf sting seams as wail. 31 .64 

21 C88 Evaning Nawv 

CBS Nsiwork Programmtng 5/29/97 6;3O-7:00PM 

11 .26 TZ: Stock Scam Crackdown. Uw a nf or c oma n t authorities era going 
after con artista who use the telephone 'o rfp>efr kwesteesr espsdsHy 
the Merty. I; hwestees. tNIdrig idreut tht ttamt. $8: Mwk QMIn« 

North AmartM See uh tie t Admin ts trat ef t, armouneing the ersefcdown. GR; 

Stock Seam. Ray Brady repordng. 1 3.0S 

Si UpToThahenuca 

CBS totworfc Programm ing 5/90/97 2:0fr4K}0AM 

34.23 Srakara. Serna brokara are bairio i.ivaatigatad for flttmfbudng 
Iwfen aa tien. PC; Mark Grtffln, Nortti Anaaica Saci u rtti M A d ndn ia trat i o ns . 

aatmitlaeaeyfa fpacpi atohaiaveowngaeuanstemartidRRW* >/ 

t i O u ie kwactigner* aaya i kweeMc and than want through i 
night ma re. Ray Brady rapordng. 30.OB 

CBS Mendfig Ntwa 

CBSNatworkPtwpaRindng S/M/97 SrSO^KiOAM 

20.04 t£ Brelmraga Nrma. 20 Siataa ta*ga ti ng eteek fraud hava aetusad a 
dosan brokaraga firms of unlawful ta ede to gat paeplaa monay* aoma 
poeelt hanm foot tiiair andra Sfa aa^ngs. ^ Hafan ^aaehar, bwostor, 
aatm ^ kMk around 99 thownnd doSan. ^ Mark Brmn, N. Amwicin 
S ai w iti aa A d ndn ii g M pra, aaya that thaymakao u b a gao ua iatumsaound 
plauaWa. V; irtsMa of tiw NVSE. A paop a haar that tha matsta are 
ihdng Am ail ean s are assy pray for ta laphe na acams. PC; Louis Poft^ 
hwasier, se^ tiw rawmi ha invaded tns baoHiM of hli chHrerw ha Has 
S of dwm, tha dni lumad out t ba a eanvlea fdghtmare. GNt; Stock Seam. 

Pimm and Dump. SB: BMy t li M u ma . Invaiior, aaya thay had him cenaBy 
eonvincad thatha was going to fab fOrfrsud. Ray Bradsy r apor t in g . 
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VIDEO MONITORING SERVICES OF AMERICA, LP Ph>: i 

NASAA/ BROKER CRACKDOWN COVERAGE 
Continiisd.... 

fi) CBS TWs Mornino 

CBS Wtwfork Proy f nm in g S/S0/S7 7:004K)0AM 

18.09 Stock Tol om i f ki tln g fln m /Royaody. Soeurity rogulwori how 
annoiineod a crock down on fraudulom tteeli talamarfcatkig firms. I: Halan 
S oro ch ar» Invostor. toHcing about bar los ms in irwaating In fraudulant 
stocks. Atlomay Oonaral's from 20 tttois onnounead tha biggast crack 
down avar. Tha firms wars isIHng wonMass stack over the t si ap bo n s. PC; 

Mark Griffin, N. Amorlean SaeurWas Minn., says those poopla wars making 
claims of outragsous returns sound plsu liMs. V; s c an as from ma r k sts. PC: 

Louis Paggt, Investor, says hs invaatsd ler his ehidrsn's sducaden. GR; 

Stock seam: Pump and Dump. Sk BBy y alums, Invostor, says ha was 
t hr aatarm d whan ho turned down a sioe i offer. 19.60 

6) InsMs Opifden 

CNBC Cabls Programndng 6/29/97 12:00-12:30 PM 

00.07 Donrra Vsceo. Two Brokaraga firms arc bairtg charged whh lllsgaf 
sales praeticas. The two companlos shml are Investor's Assodatas and 
first IMIted Equidas Corporation. 20 staas buckled down on those 
compar>ias. SI; Oanrds Vaeco, NY Stats kttomay General, says ttwt tMs 
crackdown is a result of a co ordk ta tad rfbn by the North American 
SecurlTv AdfflMstfator's /ks s o d at io n. Hki Ann audhod those companies. 

Ttwsa suits ware brought on to atop the lo unragi s tarad a cdvtda s . The 
firms called unsuspec^ Investors and :iold thorn over priesd products 
without thtra being accounts. NJ Attomiy Gtntral roportadhr ssM that 
this Is the first shot for those brokaraga Irms. Vseee says that they 
warn to stop these firma from workirtg il agallv and If they have to shut 
down bacausa they can't work lagaly, dian ao ba it These unst a pae d r^ 
investors are premisad enormous things. They have had ovtr 100 compldms 
where the people feh that they ware corned bico buying faulty stock. 

Soma of thaas invaatora era losing al thidr money, indudng radrament 
money, and going broke. This la t alanf >srt: adng fraud, basie^. Vaeco 
says don't hang up on these firms if ths" call you, to eon you. just gat 
informsdon about them, find out who tN»y are, and eafl your Atiomay 
General. Ha also aavs that they have a SicurMes arid Protection Bureau 
that you could also eaB. Vaeco says that h la falsa that the tobacco 
compares sra being offered blanket imrr unity. Hs also says that they need 
to bo held accountabla for indhriduai ameUrtg a ddicti on . The eompantss 
rwed to do a batter job at making dgarstiaa lass harmhri. He thinks thst 
they can do more for the health of Amor cans. Ha also thinks that dMy 
wW rsaeh a sstde ms nt soon. 08.36. 

71 Power Lunch 

CNBC CsMa Pro gra mming S/29/97 12:30-2:00 PM 

1 .06.05 TZ: Brdlsrags CracMown. Ths >lorih Amerie sn Securitlas 
Administrators Assn, and twenty atata S'icuridea ag en c i es have filed 
actions agairtst 14 different brokaraga firtit. This is s crackdown on the 
talaphone sales prscdcss of soma small Ivokaragt firms. I: Dermis Vaeco. 

NY State Attorney Oenersi, talks about krokerags firms and investors 
rwadmg to ba careful of scams. OR; Brokerage Crackdown. I: Mark Griffin, 

NASSA Prasidant, taBis about the rtation wide crackdown being the first 
time, but run the lest time such aetiortt \n1l take piece. Thn Tindall 
reporting live from the stutflo. 1 .08.68 


/irMi*wMamorirasaaB#fraf«ar«fsl»«Niei 
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VIDEO MONTTOraNG SERVICES OF AMERICA. LP 

NASAA/ BROKER CRAcrKDOWN COVERAQE 
Continuiid.... 


ei TM Momy WhMi 

CNIEK: Cabtc 5i2^97 

10^ em^ OvekOown. Sma •MMntmfi vw gewring lot 
broksrs, Mptctethr tMm pn^ng on <^r In v w c o . To^, Now York's 
Aitomoir G«n«^ and 20 ama aaaurWaa ragulatora an wouncad a enckdown 
on *beiiar room acsma." 1; Domis Vaeec. NY Ststa Atty. Oan.* taOcing 
about tba crackdown. 1 1 .03 

3} Mi^ttWrap 

CNBC C^a ^gramndng 6/28^7 

16.01 Nadonvdda crackdown on kriapbcnaa^practieaa or many arnafi 
brokaraga firms. I; Oarunit Vaeeo, NY SBta Any. Gamml thara are many 
paepio punina ihdr money at rtok In cha sceefc markat now. (; Hdan 
Spreehar, indwldual invesmr, had soma fVI Rayn^da stock wridch aha sam 
to broker, pkm 3.000 dbtors and aha kMt It si. ^ of 
erad^down. 1; Mark Gr^ki. NASAA FYndam, it's idamisiforilds many 
atatts to taka a eoneartad aedon iBcs thfa. Tim Tindall nporeng, 13.12 

10) The Money Ckib 

CNBC CaMa Progranmdng 603/97 

(^.46 ftedonwida crackdown on ta ta p ho na sales pnmdees of nuuiy arraa 
brokaraga i; Oanr^ Vamo, NY 1^9 Any. Oana^ thara »a many 
paepia fHmirtg th^ m one y ac rNk bi dw Rodc market now. i; Halm 
Spraener, indhridvai invaator. had aoma iU RaynoWi stock which she sam 
to broker, phia 3,000 dotera and sha lose it at. GR; targats of 
eraekdown. I; Mark Griffin. NASAA Prasdanc. N't unusual for «Me marty 
states to taka t eoncamd acdon Ifta thit. Tkn Tindall raportlng. 

OS.27. 

« « « 

OS.28 51; Mark Griffin, North >Mnarican t;acur)tles Administration Assn., 
what InvasTors can do to protect themsa vae from broker fraud and acanu. 
09.00 


111 BeforathaBaB 

ChbC C^a ProfimkmrNi^ V^ii97 

20.36 iZi Br^ar Crackdown. Saeurtdaa ragutattrs era accusing 14 smNl 
brokaraga firms of high pressure caking la^iniqiias. unauthorized trades 
and other talas abuses. V; Intarior of Naa York news eonfarenea on the 
broker crackdown. The kwaeti ga tiqn began last faB on tht high prassura 
ealimg tae h ntqoea used to trick I nvactor s I; Dennis Vaeco, NY Some 
Atromey G<m^. says dw toA markst hi dta mason dtan ermnt am 
sueesoding. V: inmrior of tnvMiors Asaodstes kic. ofRci. This company 
«vae named in acdons by 1 6 states. This is by far the hardest hit 
company. PC; Haian Sprachtr. Investor, iiscussas how Investors Assodstas 
Inc. scammad her out of 440,000 and S(4d her RJR Nabisco stock when she 
told them net to. V: Coon doeumams. OR; Broker Cradutown: higtvpressure 
nMd ttrtangttehmquas, sdMprac^abJtM, faAireto nmort 
inv^er c om dal ot s . avw^ of ^ker>Di8ier rat^seraiion fagtdftmanB. 

I; BHIy Hdlums, InvMior, says tiw eompietiaa win not make money for 
you. Be weary of cold calls from unknown brokers and amazing returns, 
pass on information of quasttonable bchi vlor to sane 5ecurlties 
ragulater. If it sounds too good to be tiut it probably Is. Hm rmdaii 
rapofting. 22.46 


Ay ij ke cwwmr waeeeaipftsyeysflMsfciesipaiwis c ies w f l em a ren u f litfadfep 
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2K)0-3:00PM 


4:00-5:00 PM 


7:00*?;30 PM 


5:30^:00 AM 
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VIDEO MONITORING SERVICXS OF AMERICA, LP 4 

NASAA/ BROKER CRACKDOWN COVERAGE 
Continuctd.... 

12) MwkttUpdVtB BMaiM 

dm Cabla Prpf i nnitwa B/29/97 _ ^ «.za-*.30 pwi 

03.22%roMr^ Cr»ckdown. 20 «tstM i nnounctd • ceertfMtMi erididown on 
snwl bfol»r»9*» qomilomW# BCttet to 

ovor tho ulophono. PC; Mirk Oriffin. of Iho Nonh Amorlcw 

SocurtiiM Admin. Aun., toiks tbouttho QuonlonaWo taette* of small 
brokoragM. 03.86 


OS.dATzTcSdown. Thofo waa a eraecdovm unvaHad today on companlat 
that uaa high praaaurad aalaa taedes to sal stocks ovar ths talaphona. 

20 sla ta a am m thia, to amp flima from i uing dae a pdcn. V; Halan 
Sprachar, wham moat monay was In RJf : Nabiaeo. and t^ tha firm sold bar 
nock and l o pNcod h wWi oihoc coinpwilH tun ilio dMo*! worn. V: 

Enoflor of RJR buikSng. V; Wkitton. Sol on. and Carnal fla^. H*!*" 
Sonchof, Stock Scam Vlctlni. caya dm € idn't *(am to aaH tha RJ Raynoldi 
bacauaa of tha nica dhddcnd. Invonof Aiaoclationa waa tha brokata^lm 
ho Somehar acam. PC: Maik Griffin. Pratidant, Noith American Sacu^ 
A d iiiki U i fa tlon Aaaoclatloii, tato about tic faulty firma they found. GR 
mvaaton Aaaodaiaa Pitch for I.P.O. PC: Loula Pogsi. Stock S«ot Victim, 

laya they bought tha atock for him. BN "uckor repotting. 11.50. 

1*1 Buamaaa Day • 

CNN CaMa Ptogiammlng _ ^ *'*0™'^^ . ® 

0S.«0 GB: Eufogaan MarkatsfTodd Banltmln. > Tha fotmar Prwidani of 
brokarago Nomura SocurMe* ho* been airaotad in connaedon rw a 
company scandal involving Utegal paymaiits to reckataam. 08.08 

IS) Nows/msida Suatnass 

CNN Programming omira/ * 

08.07 TZ; bivaamm Va. Brokam. Rrtdiog a trustworthy managamant firm is 
tha tough task of any Invaator. V; RJR Nabisco. V; Salam, Winston, and 
Carnal flags. I; Halan Sprachar. Stock Scam Victim, says whan I caMad my 
brekar. ha changad by stock from RJR tt artethar opden. Sprachar teat 
$99d000. InvMtor Aaaodataa and 13 odiam am currandy undar 

Invaadgation. lA was Spraehsr's firm. PC4 Mark Oriffin. North Amaocan 
Saeuri^ AdraWatrailon Asaoc.* taya u lauthorisad tmdaa am tom of 
tha chari^ wa hava aaan. GRj bwaston aatoe. ^leh for I.P.O. BHI 
Tuekar raporting. 08.23 
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VIDEO MONlTOftlNQ SERVICES OF AMERICA. LP 

NASAA/ BROKER CRACKDOWN COVERAGE 
Continui»d.... 

IS) StrattSwMH 

CNNfta CM* P t9qt m m*nt B/29/87 4;C 

34.S7 TatvmartcvSng. AcfOM th« con^antaui ming high piiMuni 

triamtrimSna Mm wn n wo w Si s tq»r stvSns tetfty MiSiwItfM 

•r« Seing mom ta cnek thmn. SIR T\ieiH< ha» mom on thb •vary. 

OfflcMs from 20 vtsiM fiM dvN charge I against 14 compMihM. Mid 
criminal chargaa may also ariaa. Halan S itaohar* unti laat aunanar, had 
much of har monay in HSH Wabiaee awe.:. V: RJR ^gn. Than har account am 
awntehad ta a naar brokar, a4io iMagadh* acM tha ttoch vfiSwut har 
pormteaion. V; Wlncion. Carnal flai^ PC: Halan Stmehar. stock seam 
victim, says aha calad thorn and toU dam aha fSdn't want to aoR tha RJ 
Baynoi ds smdcr md daty add aha «vouk maka m on a y. and wouldn't gat iha 
aweks inefc. Sha laat PC; Marc GMffin. Saca u iM ea ragutatar. 

says thaif a sa mMef s found an army of u dlcanaad sofc tlor s accusad of 
falsifying racoRta. conducting unainhorli ad vadas and fsNIno to 
eom pl a t a «adaa as raguaatad by iftyMtatk Inv as ter Asaotiatas raftiaad to 
t&eymi apacHic cbsn, but add It wM cooparata. ^ Nnmrnm 
Aa a o ciataa Pitch for ITO. PC; Louis PogtI. stock sewn victim, laica about 
what happanad to Mm. Bi Tucker rapor Ing. 3S.5S 

17) FamByVduaa 

CNNfn GMa P r ug ramnUn g Sf».'S7 8:3 

01.14 Suck aalos. StaM saeurWas regulators are oaeklng down on Ngh 
proasuro tactic s to sal a t o ck a ovar tha piona. V: Eatarior RJR NsMaco 
btdctti^. a formar gmear ktvamsd M lUP. V; Winston, Sdsm and^mal 
flags. 1; Halan l^amehar. Ste ek Scam Vktim. says ffw toW har brakar not 
to sal RJ RayneUs stock. SB: Mwfc Orif bi. Nonh Afiwrtean SacurWas 
Admifil M r a tio w , aaya thay fourtd an arm t of flogal aoldiora. Halan 
tiaaki widi kwa a ter atsofflaiaa Odb i nva r m wa Aaa o ciat a a pdeh for IPO. 
i; Louis Pogql, stock scam vietkn. aaya r ia mvaarnr mads i tnaw lwilmd 
vansacdons. 881 Tuekar raperting. 03.21! 

IS) BaferaHatira 

CNNfri Cabfa Ihogramming TKS 

32.37 TZ: Bro k aiaga Hrma. Ona cal from a phorwy brokar can coat you a 
lot of monay. V; Outaitia of RGR. Sho M d har money invottad in RGR 
Nabisco, than har accoum was awitehac to a now brekw. anti ha add tha 
mefc vdihouc tdfog hw. V; WMsion, Si iam. Csmd mt flags outdda of 
RJR. Tha Brokar bought stocks that aha had navar heard of. V; Praia 
Con f ararwa acana a . PC; Halan Spraehar. Stack Scam Victim, says aha told 
har brekar iMX to sal the RJ Reynolds, a td ha toM har ha was going to 
mMca moiwy with dw ether stodk. GR; {k>un P ocu n wwt iMt 9S thousand 
dMtara. PC; Mark Ottflku NA SacurMsa <\dinitt. A»m., ssys dsR thay 
found a Army of brMcars that art accused of Msifying record and WSng 
to eomplato tradas. V: Outaida of irwoatMra Aaaoeiata. thay aratha 
ee m p aoy that Spraehar was whh. QR; l^ ■ v aa^o f a Assoc. St at amo n t. PC; Loute 
Mggi, S»M( Scam Victim, aaya ht teid tbn ha Bd net wane tha stock, Iwt 
they toM him ha skoady bou^ h. BR T jckar R apo iti ng. 34,40 
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VIDEO MONfTORINO SERVICES OF AMERICA, LP 


NA5AA/ INVOKER CRACKDOWN COVERAGE 
Continued.... 


IS) B«fet« Hours 

CWWfa CiMs Rr o yon wnfatg 6)30^7 

36.S3 &iolcor«gt Hmt Tudesr. it tm boon s buO mwlnt In 

nocks for o Ions flnw miAlnB oa i i s r for icodc se«m ar^ns to fitMi 
vteems. snd doMns wWi a pherty brolar eon eost you a lot of mensy- 1; 
Seam ^^etlni. who a ttodc was bt V; «aa1or. lUR Nabdeo. iiar account was 
swftchad to a new tarolcsr wha aSaoady told her stock with out patndsdon 
ar^ bou^ a atoek aka had fwvar heard >if. ftesaetdsr's and RaeuisKir's 
from 20 s t a t aa na eraddns down on sB te«n brokars Sw invasw 
AMoe&bM and 13 odwm. PC Mark OrfRki, HA Saeurldaa Arbnfn. Assn, 
says thay found an army of unRcansae seddeora who art aoeuatd of 
fsistfykv r ae o r ds and wiauthodzad trada and faWng to maka tiadaa as 
roqMURtd Hwastor'a. V: at^aler, MaMtatam BUStflns houtins invat^ 
AMOC. OR; bwwtora Asaoe pheh for PC. 1: vtedm. lalka about the acatn 
Ma brokn trM on hkn. 38.SS 

20) tnthaQamo 

CMNfn Csbis ProgmmRdng 6/30/37 

11.01 TZ: RacawkHh^okarasa Seams, BofOraHourt. legfiPrassuraM 
taebcas. Raouknor's Prosecutor's fils salt igairut 20 stataa. V; 
amder, fUR f^Mleo. I; seam viedm. PC; Mark NASAA. 

AMOC. 9^ iia wwa in from mvattor Asaie. PC: aesm viedm. SiS Tueduer 
mpwdna. 13JZ0 

21) OioltHdam 

CMNM Cabts Prot i r a i i wn i i ^ S/30/97 

03.1S Daeitkm. AdsediieftbyalMarslceurtcouldfMkattfnora 
dHfatdtfpr itwa a tofatiobrlr^ s sc ur i d ss faudclaas aedtw swis. 

DinMssad a easa agHnst SBcen Ow^t. V; CTeon Qn^Uea. 6R: 
Computeia: Amdidit. Unlsya, SKeon Crai hies. 03.S2 

223 FexNtwsNow 

Fox Wows Chsonai CafaH Pr o y a m m iB S 6/30/97 

33.09 R; SWKdc ^md. Soeurity tagtdatttf i in 20 stales are weng )4 
brakeraga Arms in a iwtionwlda aadkCcram. GB; SEC admintstant US 
ssGuridas laws. GR; Firat Unted amons tha firms eted. 33.3$ 


9:00^:00 MN 


9«0-10:00 AM 


11:00*12.^ PM 


8:00>9.‘O0AM 


23) M atfiin B BuWnaas teooft 
PBS Natworit Pr egr aw rwteg 


02 J!8 Somirtiy Tte former haae of Nomufa Sa(»dtlfls In Japan has 

baan sfrested in a saeudey semhd. 03.63 


6:30^:45 AM 


mimrmmntt UtSttSot 
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VIDEO MONITORINQ SERVICES OF AMERICA. LP 


NASAA/ BROKER CRA OKDOWN COVERAGE 
ContinuBd.... 


24) Al TNnas Cen«id«r»d 

NPRNMWOfk 6/29/07 

1 9.66 TZ: SalM Over Th« Ttlaphone. T >dav Mcuritiu rtgulator* in 20 
•tnu Mnounetd ■ ma|or craekdown or brakor* who sol ptnny stocks evor 
9w tolsphono. In many caso. thay daeai /ad dw buyars of tha prica o4 tha 
stock, or avan ioM shaiaa without panrisslen. SB; INarfc Gilffidi. Nonh 
Amarlcan Administrators Ass o sist lon. asiys It's aasy to maka eutra^aeus 
rotums sound poaaibla. I: Halan Spracfcir, Invastor. says tha stocks 
tumblad. and sha said not to sad RJ Ravrwids. Invastors Assodatas was 
tha firm that sold to Sprackar. Jkn Zsrel r ep orting. 23.30. 


26) Marhatplaca 

(work MBt97 

01 .03 Taisphons Soldiori Tha Trade O-ganbation that ovar ta as stock 
brokers wants to put a stop to that, by >7001(109 down on brokars who 
flaaca I nv a stors over tha phone. North A marlca Securities Administroters 
Association said that court actions havo boanfliad to 14 brokaraga firms 
in 20 atstaa. Brokars proas you ever the phono to buy stock in an unkfwwn 
company. I; Msrv GrHfan, Prasidant Sacjritlas Admi n i stra tor s 




Spraaeor, says I told him fU na ynolds nas a stock that I had, and I did 
not want him to sail it, which he warn a ^ sold everything fiom my 
perifoBo, and put me on two siocfca the caused me to lose a whole lot of 
money. FOchard Carothars reporting from New York. 03.35 


26) Rrat Bu si no oa 

Nowo8 CaUa CH 8 Syndteotad 8/30/67 

00.63 Sacuridas fraud. SacurMas officials In 20 states hsva begun 
oadidewn involving 14 brokarago firms for unatMealtaetiea. R; 01.22 


27) This M oi i dng*! lualnaaa 

WNBC-TV (mo CH 4 6yndbatod 8/30/97 

24.00 TZ; Stock Scorns. Saeuritias ragu ators are cracking down on 
ov er tha phon a stock sakn. Thov are aeisisbig many smoU traders of high 
prassttfo saios taedes, unauthoricad trad w and other in a ppropr ia t a sales 
pracdcas. I: Dennis Vacco, NY State Atixnay (aanaral. says that people 
should not bs sucked kite scams. V: kiv istors Assodatas kic was nsmtd in 
aedens In 16 ststaa. An Investors Assoc iotss kic sslasparson sold hsr 
stock in RJR Nsblsee whsn she loW hkn notio. PC; Hdon Proehsr. 

Investor, soys diet an Invastors Assads os kic man told hsr to ssnd hkn 
har stocks and ha would monaga them. 3R: tnkor Crackdown. I; Bfify 
llallmus says that ha wanted to kivast s una money. Tkn TindaH reporting. 
26.25 


aarSsampda/safa^Brakavp 


erfswMSNMrlitfatfev 


Paga:? 


4K)0-e:O0PM 


6(30-7:00 PM 


8:30-9:00 AM 


6:00-6:30 AM 


»*« kr>r 
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OfMmtKALK 



Uettite/ing Itopert 
BROKER CRACKDOWN COVBiAGE 
5/29 To 6/2 


wcasAM(C8stFf«i.8aoNM>vot<i maw »:oo-s:oom 

1 2.45 SmiV *•! «tnelc om th« Intone «« tN« 

l ar j HW crimkial i ww M tig tte nt in 20 aa«M. i; Oennw Vaceo. Vtt 
Attonwf Tiilng i^etfc how on» MCh fern in NYS ooamod somo 

setm». 13.00 


21 NowaradDo 88 

WG8Mkl(e8SCH680lfswYoff( 9^30/97 7.^04:00 AM 

23.00 Other Stertae. > AuthorfOee in Zii ciaiae have hancM tosoihtr. 

Rhn Omr stock traksm. SB* Vscoo. 


31 


Ewenins Nows 

W«i»AM(A8C3CH fOIOMsivYerk %nai9f 

28.00 Money WSRch. Uurry l&iMcy > Atty Oen Va«M». C^cfcifown on 
telephone sales by b rc*e»aBa firms. 86; Yaeca. 


B;00^:^0 PM 


41 


1010 Morning Nteifi 

WMSiAMIAtOGH 1018 Mew York 5»0^7 

56428 Mofwy WSteMjena f^ r dl > Saks sbucee et soffia eted; brekiraage 
firms. Slk NY State Attorney 


?^0« :90 AM 


SI The Maml n B Shme 

WBlS-1Van»CH31NewYsffc K30/97 7:00*9:90 AM 

07.33 erokarsge eengwiiies. Snte ettoney gentftf Demia Vtoeo is tiAng 
sewtrsi hrdUKMM c om oe n ias Mtw^ng them with eivfl vidatkms. 08.00 

8} News 5S At 10 

WlNY-TVIindlCHSSNewYoHc %tzmi 1O:O0*11:00PM 

32.15 StSM Oseking fiewn «« saeurky bndcsrs who ses ever 

the phone. SB; Spreeher. Seem victim, investor AsiodatM. 20 stetss 
knnmmfi. TypM ssiss ser^ SB; Peggl. Stock seam iHcfim. BIO 

Tucker. 34.18 


7} WIIAaAlMews67 

WMAa^ieWOCHfiTOCMeeffe 5/28/87 

58.46 Broker Crackdown State Attorney Gsnermfs era 9 oing after 
tala^Mmkwi who run aggrtsaive COM cM ng c«MKstk>na thn seek to stB 
bad ameke. 58.07 


5.-004:80 PM 




t/ecre/ n« r c rt cc ' cre a e 


.«» #c. «i NRf 
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VIDEO MONrronNG SERVICES OF AMEI6CA. LP 

BROKER CRACKDOVna COVERAGE 
Continusd.... 


81 MWdayNcw* 

WdN-TV fintfl CH 9 Otego 6/30/97 

43.6& C^iriMimtrNtw*. > S«c»r)tiM in ^ itnw m erteidlng 

down on stock fraud. Thids sra Isw suiti on over 14 bfoktragt firms. 

91 NswsMe 1060 

IOrW-AM(A90CH1060l*NMsloMs 6/30/97 

56.00 Business Sepoft >Stoefc rMuits MdsteefctveksraQsfimtshmbss 
^isrpsd wWi high prassurs s^ tsehide uos. i; Nsw York Stats Attomoy 
Osnsrsi Dennis VseeO''nisyhsvai to mol s sura the hira of the buli market 
tkrasn't sude p o ^» in^ Mrams. 

101 iZTonigIn 

¥tfHYY>TV {FBSl CH 12 PhBsdelphia 5/30/9? 

24.26 Budnass NEws / Dace Bbudeotrta Stats Atty- Osnsrars effies is 
having a crack down against sesms agwiiat biyasiora. This is by 
non- ra g ls rats d brsfesrs. bttd had ao fEs r tandrtgs. 26.45 

11} Channei 7 Mews 

K60>TV(ABaCH7 8anFf«ieteeo 5/30/9? 

20.46 Business. Rsgulstors suing 1 4 fims. charging them vdth 
msms i krtng fraud. >Toyott. 

12) News 

WBZ^AM (ABO CH 1930 Boston B/30/97 

7.40 Securities req uls ters are suing 14 1 roksring firms for maklno 
fraudulam sales praebces. 7.56 

13) TftsTanO'CtoekNawa 

WLV|.TV(W»CH 66 Boston 509/97 

37.(» TZ; bimtmsm sonn. M; Phony siodt Imirara Mirara. ftMcfc. 
Robbins, romsd V; offieo on Nowbony Su: stocks wors Hsgstlv sokt to 
at (aasi 60 psopto. SB; WDBam Gatvin, S ^ of Sorai. admits easa it 
pnrtty eutrapaein. 36.29 

141 Nows 4 Today 

WRC-TV(NBeiCH4WasMrvton 5/30/97 

40.30 TZ: Rrsc Buskwaa News, Andrew leeky, CNBC. > Seeuillfas 
ro^dsttfs wm cracking doem on mMddet i broMra. 

151 EyewHneas News ThN kAorning 

WUSA*7V (CBS) CH 9 Waelfrifton S/30/97 

24.40 TZi Busineu jowraei/Jeck Speer. > Securities regulstora snnouncing 
aeraekdownen 14 brokerage houaee. R 26.45 


owsenradBrsFsersFBralsoatpBaiSS Meci cfjwr sew er Mg aSw 


Ses < t 2 


IZrOO'l.'OO PM 


7:00^:00 AM 


5:30>6:00PM 


5:30-7:0OAM 


6:55>7:00 AM 


lOAO-lldlOPM 


5:30-7:00 AM 


5:30>7H)OAM 


fo unr 



386 


VIDEO MOMTORINQ SERVICES OF AMERICA. tP > 

BROKER CRACKDOWN COVERAGE 

ContinuBd.... 


HI Nnra4A<S:S0 

KOPW-TVIRMUCHAORta* S/30/S7 S:304d>0AM 

l7.^Se«ms.1Z;ViS«c»myr«g(^i^.cnMfcing(lBiRNionfrBud. 14 
brek^rtg* fftma Bccuittf of gnautfiorim nock vmtn. 1 S.06 

1^ 11 Now* HtfB Morning 

KTVT-TV (C8t) CH 11 OaKm Mmi AM 

42.60 Stock. V^NYiRogulnof* in 20 tiMM Of* eraeklno down on U 
brokorago Anna tar high pioMuro sale» i itchM ond tmtuOMniod 
«acit«.V; Vfatt 60 oot.T 1 w ocw Bcnoni bu« xonhta i i Bt o clur mortat 
ovor tta tobphonc. V; NYSE banner. V: Fraud viedma. 43.46 

161 Good Day A«a(Ra 

WAGA-TVCMCHSA^nta Bmmf 7:004:00 AM 

16.54 Scam. Stato onomaya gonoral BOOM country wa accusing 13 firms 
of changing stock in oustomar p ortfO Boi wiithout mnifylng eSanti, and 
am woHdng c^athar w steo dm fNtcdeit. K; Hatan Sfiridtm, kiMtstor 
who cava firm traded har chamt of fiJR tabiseo tar unknown stock ^ 
cavaad bar to leaa 199.000. dasertoos vfiatbrokar said tohar. 19.33 

19} 11 News Today 

WXIA«TV(NBC}CK11AtlRRta 6/30/87 5.*00-S:OOAM 

21 .00 Ti aty council votes for funding i fan tar aperta orona. Rappor 
eho^ai wid) poaaasdfta aw^uona with dm hmm to tfstrfbuta tL Stack 
brakaraga fimu cha rga d with baud. 21 .:i0 

20) 11 Haws at 800 

KHOU-TV iCSS) CH 11 Houatan 5/30/97 6:304:00 AM 

13.09 Susbiosa. >R: Stoekbr^cara who taH wordiloiaponnv atoefca over iho 
phoM aro being c fo c kod down on by aoc uritlos inwoatigaiora. V; 

Saewtato effieiaia. 

21) AH Dflva Nawa 

KTRHVUyi (CSS) Praa. 740 Houatan 9/30/97 6:004K)0 AM 

6:43 * 14 brekwaga firms am bakig inva ifii^od tar frmid. 


22) KWO Nawt At Noon 

iOROvTV (UPM CH 7 Saotdo 


S/30/97 


12:00*1 .*00 PM 


12.50 6i<. >T2::8rokara9SAeroei^own<tfisaloaseaRaRora,brekomwhoim 
phonos and high prosaure sales tMdes. I S: Mark <3rfffln. N. A. Saoritv 
Admin.. dotoDa aoma frauds: from CNN. 

NawaAtMUdoy 

WTVJ-TV WOO CH 6 Miami 5/30/97 11:00*12.-00 PM 

43.39 Buainatt Briefs /Bob Mayer. > Tl'. Saeuritv rogtdaters in 20 states 
am craddrtg down on ttackbr^mm that tai stoeim ever the taaptama. V; 

New York Attomay (Sanarai hoMng a meeting, t: Darwis Vaeeo, Itew York 
State Canaral Areomay. says unlawful prietieaa am eueeeading. 


AvMlbaflaesNMSaraaamNROeyaaysfNeskroatpaaiat asaaMf lasramodfiKFadKo 
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VIDEO MONITORING SERVICES OF AMERICA, LP ^4 

BROKER CRACKDOWN COVERAGE 
Continuad.... 


24} NmraTenAM 

KXTV-TV (ABC) CM 10 Sscrwnwno B/30/97 6:OQ>7:00 AM 

19.03 Soum MSL A hMtmy stock nwitct ts tfsonttaddng s^n 
V; Ntw York sock ezehang*. Roguristori in 20 *t««s cro cuing 14 
brokorago Rons for fraudirtg peeptai. 1 9. M 

25) KHUSt^w 

KNUS-AM (AP) CH 710 Dmvw 6/30/97 6:00-7:00 AM 

48.00 CNN BusirMRW. > Roguiators in 2} atatos have fiiod swt igainsi 14 
brokorsgo firms i«r fisudulont stock tricnsrktfing prcctf»s. 

26) BuainMS For Broakfast 

KTtK-AM (ABC) CH 760 Doiwor 5/30/97 7K>0-B.'00AM 

1 .32.20 diskless. > Secorrtios roguiMors in 20 torais Sttf^ « 
crock down ogoiurt 14 brokorogo h ou s e i. 

271 1080 Mmes 

WnC.AM iCBSI Preg. 1680 Hartford 5/29/9? 6:00-6:15 PM 

06.14- Brokers. 14 brokaraga firms sect sad of fraiidutentlv saHioo stocks 
over ttM phorm ware tha tagat of a 20 s-ata crackdown announced bv 
s a eur tfias n»gutek>rs today. -05.26 

28) lOBONaws 

WnC-AM {<^) Fmg. 1060 Hartford 5/30/97 6:006:59 AM 

35.28 Stod( Rnid Atty gans irt 20 stans, lnek«&H) CT, t er gat ing 
stock fraud. Thay hava ehargad 14 brek.irage firma. 35.47 

29) 1080 Nawa 

WnC-AM (CBS) Praq. 1080 Hartford mmS 7 7:00-7:59 AM 

31.28 Stock Fraud 20 US atty gans havi> anneunead a cradulown on brokars 
who sail wortfitass stocks over tha phon 1. 1: Mark Gilffin, North American 
SaeuiWM Arhnifi. 32.07 

30) Eyawititaaa Nawa Thia Morning 

WFSB-TV (CBS) CH 3 Hartford 6/30/97 5:30-8:00 AM 

22.35 Stock fraud States targeting aRegid stock at brokerage 
firms. V; Scanas. 23.02 

• • • 

1 ;C^.3Q TZ; Sfr»k frKHf nK»p. M: Bmkiraga Ifrms. 9.53 

31) Nawscantar 6 

KOM-TV (CBS) CH 5 Portland 5/29/97 11:00-11:40 PM 

04.27 S^ckbrokar. A stockbrokor a^n s labkig red flags. PC; Mark 
Grfffan N.Amer. Seeurtdas Adminlstrator i, aaya there are many swindlers 
making outragaoua claims. V; Wail St. P<); Louis Poggi. investor, says 
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Cold-call brokers put on ice 

Securities agencies from 20 states crack 
down on risky stock sales 


May 29. 1997: 13:49 p.ni. ET 

NEW YORK (CNNfii) - State securities 
agencies from 20 states on Tfaunday anDounced a 
natioowide ciackdown on the hi^t-psesswe 
phone sale of e x treme ly risky stocks. 

New Ymk AtttniQr Cen^ Denms Vacoo, 
appea^ with lepreaen^ves of the Nocth 
American Securioes AdminiMraton Assodatiom 
said 36 actions against 14 companies would be 
lauodied. 

"Usii^ high-pcessure, cold<alliiig techniques 
and pre-saipied sales iNtthes. these firms 
persuaded people to buy stock in nuuQr 
iittle4cnown comp a n i e s that the insiders sell 
when the price is driven high enou^* Vacco 
said. 

"N ee d less to my, the investon end vp losu^ 
most if not all. of Aeir money.” 

Rial United Equities and uivesiMS Associates, 
along with nine peof^ associated with the two 
films, weie chai^ in Manhattan's state Supceme 
Court with fraiidukm sales tactics. 

In light of the actions, which are dvii rather 
than ciimiiuU. the court ordered the companies to 
stop "manipulative practices concerning initial 
g ^ ic offerings" and cold<alling by unrqpstered 

Tte NASAA. an organisation of securities 
regulators, said it tnitimed its scrutiny late last 
year because of finv recurring proUons. 

* Abusive cold*calling practices involving 
high-pressure tactics and frdsified 
statements about experience and 
perlbrmanm. 

Sales practice dwses mdudina the use of 
i m i icemf i d sdicitocs who ctmducted 
unaothorned trades and fiuled to complete 

^ trades. 

* Failure to report investor complaims. os/30/97 1 i: 06 :ss 

* Evasion of broker-dealer registnokm 
lequiremettts. 


First United, based in Garden City, N.Y. could 
not be reached for commeia and Investors 
Associates in Hack en s a ck. N J. said it was 
unaware of die diarges. The two companies are 
the largest of the 14 firms that Cue the legal 
aetkm. 

The NASAA said Thursday's actions would be 
the first in a national campaign gainst fraudulent 
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States press case against broker 
fraud 

ASSOCIATED PRESS 

Tbb itoiy ran in the Conrant May 30, 1997 





Ite Hartford CewM 


NEW YORK ' Securities regulators in 20 states > including Connecticut 
• have bqgun a crackdown against 14 brokerage finns acctsed of making 
unauthorized stock trades and other fraudulent sales practices. 

"They^ very impressive when they talk to you on the phone. Like a 
brother. They get you to feeling very comfortable with them," said Billy 
Heliums, of Roswell, N.M., vdio lost about S 1 ,500 and was on the verge 
of investiitg much more. 

Hdlums and three other victims of allegedly abusive telemarketing 
practices by brokers came to Manhattan Thursday to attend a press 
ccmference at New Ymk Attorney General Dennis Vacco’s office 
announcing the crackdown. 


Vacco filed civil actions a^inst tbe firms, accusing them of 
hi^i-|»essure calling techniques and outright lies; sales practice abuses 
in unlicensed solicitors falsified records and conducted 
tmauthorized trades; fiuling to report investor complaints; and evasion of 
broker-dealer regist^on requirements. 


Vacco was joined by New Jersey Attorney General Peter Vemiero and 
Mark Griffin, president of tbe North American Securities Administrators 
Association. 


The association, a private organization representing state securities 
regul^OTS, help^ to lead the investiution into the finudulent stock 
teloruoketing that resulted in Thursday's announcement 

North American Seenritles Administrators Aaaociation Web site 

"In tins high-flying bull maricet,” Griffin said, "it's easy for swndlers to 
make elaiins of outrageous returns sound plausible." 

"Unfortunately, fru too many investors are failing for the lure of this 
latest trend in boiler room scams. And the telemai^ers, playing upon 
pMpie's desire for ever greater financial returns, have b^ ruiming asvay 
with millions of dollars of hard-earned money." 

Eric Wilder, an assistant direcu»^ in the securities division of the 
Connecticut banking dqmrtment, said one 24-year-old broker involved in 


ton 
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The Hartfoni Coumt • Business •>...es press case tgsinst broker fraud 


httpy/news.eounntcoiD/erticle/biz24aii 


the scams made $57,000 in one month alone on cixnmissions. And that 
was the lowe^ amount the broker n»de in a month in a one-year period, 
Wilder said. 

Wilder estimates that the tat>ker made between 200 and 300 calls a day 
to rake in that much money. 

Brtdcers at Investors Associates Inc., based in Hackensack, N.J., 
allegedly absconded with about $60,000 belonging to Helen Sprecber, 
85, of Philadelphia. The money represented 90 percent of the rocmey 
saved by Spredier and her hudtand from a nd^borfaood grocery store 
they ovfoea for 40 years. 

Sprecho' said her troubles began when her regular broker took ill and she 
was contacted by another agent "He sounded like a nice, fiieixily 
grandfatherly tium," she said. 

Investors Associates' outside counsel, David Sayid, said the company 
had no immediate comment. 

Like Sprecber, many victims were senior citizens, Griffrn said, and many 
compl^ts involved low-priced shares of high-ri^ stock. 

Other New Yoric City laokerage firms named by Griffin were First 
United Equities, LT Lawrence & Co. and Meyers Pollack Robbins. First 
United Pmident Douglas Traynor had no comment. The other two firms 
did not immediately return messi^es seeking reaction. 

Heliums, a New Mexico building contractor, said he invested his money 
with a Ixoker from the Uniondale, N. Y.-bas^ Sterling Foster brokerage 
firm. The company did not r^um a telephone call seeking comment. 

Vacco said be had filed civil actions against First United and Investors 
Associates. A total of 16 states have t^en action against Investors 
Associates, including New Jersey, which has mov^ to revoke the firm's 
r^istralion to do bu^ness in the state. 

Another alleged Investms Associates victim was Louis Poggi, 45, of 
Pembroke. N.H., said he lost $10,000, all of his savi^. "I was 
careful as a human being can be. aixl they did something illegal," the 
Federal Express driver said. 

Secnrittea and Exchange Cammiaaion investo r alert Web page 

The 20 states participating in the crackdown are: Alabama, Coimecticut, 
Delaware, Illinois, Indiana, Maryland, Massachusetts, Missouri, New 
Hampshire, New Jersey, New Mexico, New York, Ohio, OklalM>ma, 
Penn^lvania, Texas, Utah, Vermont, Washington and WisconsiiL 

California, Georgia and Florida are expected to announce similar actions 
against broker-d^er firms in the next month. 

Coimeclicut investors who suq>ect that they are being targeted by a scam 
or just have questions should call the securities division of the banking 
department at (800) 83 1 -7225 or (860) 240-8230. A copy of "Investor 
Al^" a pamphlet outlining the scams and tips to avoid them, is 
available by ^ling or writii^ the agency at 260 Constitution Plaza, 
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Hartford 06103*1800. "Investor Alof is also posted on the department's 
World ^ideW^ site at 

littp!/Awww^fe^iia/d«li/payM/iitvMter.htiB. 

A st€tff report is included in this story. 
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Money Daily 1 


Money's nrivacv 
guidelines 


State securities officials crack down on 
cold-call brokers 

Thanlw to the raging bull marfcat, ragulatora say 
qulek*inonty stock Invastmant schamss are sharply 
on the rise 


Friday. May 30. 1997 

C old calling investors 
and using 
high-pressure sales 
tactics to lure them into 
qncstionaUc investments 
have been around almost as 
long as there have been 
telephones. 

Today, though, boiler room 
cold cdl sales tactics are 
clearly on the rise - if the 
numb^ of abusive practices 
brought to the attention of 
New York prosecutors is any 
guide. They say complaints 
were up 4^/t in 1996 over the 
year before. 



giaal tka hMndwritteH 
ttMnker^ saipt 
ffifktp enlarge 


wyyi 8 uA-^ 



TtHiraday.MayZS. 1997 


Dow JooM Indutaial Avaraoe; 
down 27.05 (G 36%) to 
733016 


Now York Stock Ezchang* 
AdvaiKn: 1430 
Dadtoas; 1046 
Vokana: 464 miNon sham 


S Syaar Traasury bond ytoW: 
down 5 bOM points to 6 97% 

London goU (aflarnoen fix): 
upSi.fotoVi^.9o 


That should be no surprise. Given the spectacular I cans | 

performance of the stock market and the growing 

need for small investors to manage their own money, j search | 

an increase in the number of con artists was bound to 

follow. 


Recently, though, state securities cops have begun to 
strike back. In the past few weeks, securities 
watchdog in 20 states filed 36 civil actions against 
14 firms in "the biggest nationwide crackdown ever 
aimed at brokers selling stocks over the phone," 
according to Mark Griffi^ president of North 
America Securities Administrators Association 
(NASAA). 





Stotomgnt of Hrten Sowchef 
SaiMDBflLfll Bay Hethima 


Most of the firms operate in or near New York City, 
"in the shadow of Wall Street which lends an air of 
legitimacy to their operations,” says Griffin. "Playing 
on people's desires ror ever greater financial returns, 
they have been running away with millions of dollars 
of hard earned money." 
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Moa^OtUyrSeciattie* office slam ltti|ii://www.palfafinder.<Miii/@<gS4VCct..AoiMy/moneyda%/Nteit^^^ 


Durii^ a {mss coiifo«tK« m Hew York Thursday, 

*41 ^jxiffia oudined dus typical approadb used by high 
{soasre cc^odkn. 

‘Reading from Kripta* cnmloytes of these finns 
pfenwe tfaeh into m^ing stock in nakaowa 
siys Orsffin, Wi^nagtoi^hased 
group mieseiits securities regulators in ^ fifty 
states. ‘Once the price is driven high enough, insiders 
sdi, aak^ ktttBses fcMT themself bm wiping €Hii 
ttmrtftBwt investees' life saviugs." 

Oriffia Ml aivesdgjuksi b(^[im in ianuary fcuiod 

fbur ‘systemic" types of abuses by brokers. 

* Qacridead^ raid eailiag practices 


Brokers relied on script^ cold calling techniques diat 
iachided*fidgl^i^metreaq)erieD^and 
perfmoance, m ww as other outri^t lies." 


* QsMs^omritleMlespEm^ccs 

Oriffin says the invesdsarioa found "an anny of 
ladiceBsed solidtois are ac«ised of folsif^^ 
records, «»(hictiBg unnrriioriaed hades, Mid fotlmg 
to complete trades as requested by investors." 

* Fatereforepturtiave^or^upklots 

Smte examifien found ‘most of foe offices audited 
^ied fo have cermaiiaed procedures fm- handling and 
repoctiiig of customer complaints,” says Griffins. 

* Faitarefor^^r 

Brokers used third party fianefaise agreements to 
avmd brtricer^dea^ le^htratkm reqitiiemmus, says 
Griffin. 


Once tmai^s wmo drawn into iq> an account, 
sto^ were foen bought ami sold wifoout their 
permissioii, ofom costing mvestms thousands of 
dt^Uan, Griffoi. 

"The pattern is always the same,” be says. "First foey 
t^ you what they need to tell you to their money 

r^araess of whefoer or not it Is true. Seemid, foey 
execute trades without your pennisrion. Third, when 
you complain, foey route you mound the firm atui 
give you foe rc^ run sRumd and ym emt get yoih 
money back." Griffin »ys that several of foe brokers 
investii^ed "seemed to treat this mcmey as if it were 
their own." 
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Several small investors at the press conference 
described how they had lost money investing with 
brokers >^o cold-^led them. 

"I'll be 79 years old later this year, and you would 
think I wouldn't be dumb enough to do what 
happened to me»" lamented Emile Mumaiu who lives 
in the suburb of St. Louis. 

He claims brokers at L.T. Lawrence & Com[»ny 
bought and sold stocks for him and even set up a 
$20,000 margin account in his name without ^ 
permission. "That is something I would never do. He 
didn't ask me, he didn't tell me, he dithi't confer with 
me. He did it. The Erst I know about it, I am getting 
these confirmations." Muman says trading in his 
account ran his initial investment of $6040 down to 
$292. 

Ruthann Niosi, an attorney for L.T. Lawrence, says 
the firm follows securities regulations and will not 
"litigate any custonier allegations in the press." 


Another investor who says she was deceived by 
brokers Eom a Erm called Investors Associates is 

^ Helen Sprecher. an 85 year-old Pennsylvania 
resident. She says brokers sold her position in RJR 
Reynolds without her permission, and then bought 
small cap stocks which promptly "tumbled" in value. 


"I caUed them and said 'I told you not to sell the RJR 
Reynolds,"' she says. "It gave me a nice dividend. He 
said 'You are going to m^e money with this and you 
will send me a dozen roses when you find out how 
much.' After a few weeks the stock kept going down." 
Sprecher says her complaint against the firm is still in 
litigation. 


David Sayid,. a lawyer who works for Investors 
Associates says the firm has "never condoned any 
improper sales practice, and will take all necessary 
steps to rectify such inappropriate behavior should it 
exist" He says the company is "anxious to comply 
and cooperate with the various states and regulatory 
agencies to clear its name." 

Law enforcement officials offered the following 
advice to anyone approached by a broker over the 
phone. 

* Be very suspicious when a broker says you must 
"act now" to catch a good investment 

* Hang up the phone if a salesman is too offensive 
or pushy 
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* Remember that if it sounds too good to be true* 
it probably is 

* Investigate all investment proposals thorou^ly 
by yonrsra befoK buying stodc 

* Deal on^wMibrokm yon know 

"When they call you, tiiey talk to you like they are 
your brother," s^s Billv Heliums of New Mexico, 
who claims he lost moi^ after getting di^ed by a 
cold caller prcanising tng imfits in anall c^ stodcs. 
"But the quick money people convince you tiiat 
you can make is just not th^. You are better off 
going to Las Vegas." 

Return to tog 

Basiness Report I Maricetwatdl 
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Money Daily 


state securities ofDcials crack down on 
cold-call brokers 


Poolev Pharmaceuti 


Hianks to the ragina bull market, regulators say 
quick-money stock investment schemes are sharply 
on the rise 

MiehMtBniah 
Friday, May 30, 1997 
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U.S. credit good 
American Airlines b 


Morkctwatch 


Thursday, May 
29, 1997 

Dow Jones 
Industrial 
Average : 

down 27.05 
(0.36%) to 
7330.18 

Money 30 Index: 

down 11.37 
(0.76%) to 
1482.05 

Mew York Stock 
Exchange 

Advances : 
1430 

Declines: 

1048 

Volume: 464 
million shares 

NASDAQ 
Condos ite: 

down 7.14 
(0.5%) to 
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(0.5%) to 
1403.04 

S&F 500 Index: 

down 3 . 13 
(0.37%) to 
844.08 

30-year 
Treasury bond 
yield : 

down 5 basis 
points to 6 . 97% 

London gold 
(afternoon fix) : 


up $1.10 to 
$343.90 



I Search"] 



Have a comment 
about tonight ' s D 


Statement of 
Helen Sprecher 

Statement of 
Billy Heliums 
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Twenty state securities regulators unveiled a nationwide 
crackdown on bre)cers, ineludiag these at a Fort Lauderdale fim, 
ytbo peddle stocks over the telephone. 

The regulators accused 14 securities firms of violations that 
include falsifying records, unauthorised trading, failxtre to 
cooplete trades, operating without a license and using 
high-pressure sales tactics. 

Mark J. Oriffin, a Utah securities regulator, called the move 
*the biggest nationwide crackdotni ever by states aisied at brokers 
selling stocks over the phone.* 


The actiMis azmounced Thursday began last fall, «dien 
regulators tdie belong to the North American Seetiritiee 
Ateiaistraters Association Inc, decided to investigate telephone 
stock sales practices. 

As part of the crackdown, investigators from 12 states 
audited five New York-based firms in February. The investigation 
expanded to include other firms and 20 states. 

Regulators took a wide range of actions, from starting 
investigatimis to issuing cease and desist orders and revoking some 
firms' licenses to do business. 


Port Lauderdale-based Biltsnre Securities Inc. was among 
those nested in the actions. 

*An inquiry has recently started, no charges have been filed 
and none have been threatened to our )cnowledge,* said Nilliam 
Nortman, Biltoiore's general counsel, in an interview. 

Last month, Indiana's securities division ordered Biltmore to 
pay $175,000 in fines and reimburse five investors for $495,000 in 
losses for allegedly misleading them, the Indianapolis Star 
reported. 

DBSCRIPTORS: SECURITISE REGULATION VIOLATION STOCK 
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Prosecutors and securities regulators in 20 states Thursday 
unveiled a series of enforcement actions intended as a crac)cdo%ai on 
high-pressure penny-stoc)c sales abuses by small brokerages. 


Fourteen firms were listed in a total of 37 enforcement 
actions, officials said. The securities firms being disciplined 
inclxuie Fort Lauderdale-based Biltmore Securities Inc.; Syosset, 

N.Y. -based Kensington Wells Inc.; Investors Associates Inc. in 
Hackensack, N.J.; Toluca Pacific Securities Inc. in Burbank, 

Calif.; and Sterling Poster fc Co. in Melville, N.Y. 

It was the biggest nationwide crackdown ever by state 
authorities against brokers selling stocks over the telephone, 
according to the North American Securities Administrators 
Association, an umbrella regulator group. 

actions, which followed an investigation that began last 
fall, centered on telephone sales practices that officials said 
were used to dupe xinwitting individual investors into buying stocks. 

"Reading from scripts, en^loyees of these firms pressure their 
victims to buy stock in unknown con^anies," said association 
President Hark Griffin. "Once the price is driven high enough, 
insiders sell the stock, making fortunes for themselves and wiping 
out the savings of innocent investors." 


The nationwide actions were disclosed at a news conference at 
the office of New York Attorney General Dennis Vacco. New Jersey 
Attorney General Peter Vemiero also participated. 


One firm cited in both New York and New Jersey was Investors 
Associates. The firm, which would not comment, was identified in 
actions in 16 states, making it by far the hardest-hit among those 
listed. 


The enforcement actions varied widely from state to state, but 
some ten^rary orders to cease business were handed down. 

Oklahoma General Coxmsel and Director of Enforcement Gretchen 
Karris said her state had temporarily suspended and would seek to 
revoke the registration of Investors Associates. 

Helen Sprecher, an 85-year-old retired grocer from Philadelphia 
who appeared at the New York news conference, said she was bilked 
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of about $99,000 when an Investors Associates broker sold her 
holding in RJR Nabisco despite orders not to and invested th^ 
proceeds in a little-known teleconnunications company. 

The new stock plummeted, and after repeated demands to get her 
money. Investors Associates offered her a settlement of $12,000, 
she said. She rejected the offer, and the case is in litigation. 

Louis Poggi, a Federal Express delivery driver from Pembroke, 
N.R., said his life savings were wiped out in a series of 
xmauthorired trades made by a broker at Investors Associates in 
Melrose, N.Y. 

"I was as cautious as a human being could be, and I still lost 
out,” Poggi said. 

SEQN: 71490661 

REGION: US NKB; UNITED STATES; NORTH AMERICA 

ot her TERMS: INVESTMENT INDUSTRY US; OPERATION; LIST 
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Prosecutors and secxirities regulators in 20 states yesterday 
unveiled a series of enforcement actions intended as a crackdown 
on high-pressure penny-stock sales abuses by small brokerages. 


Fourteen firms were named in 37 enforcestent actioxia. 

It was the biggest nationwide crackdown ever by state authorities 
against brokers selling stocks over the telephone, said the North 
American Securities Administrators Association, an umbrella 
regulator group. 


The actions, which followed an investigation begun last fall, 
centred on telephone sales practices officials said were used to 
dupe unwitting investors into buying stocks . 


""Reading from scripts, enqployees of these firms pressure their 
victims to buy stock in unknown con^anies, ' ' said association 
president Mark Griffin. 


"Once the price is driven high enough, insiders sell the stock, 
making fortunes for themselves and wiping out the savings of 
innocent investors . ' ’ 


The nationwide actions were disclosed at a news conference at the 
office of New York Attorney General Dennis Vacco. New Jersey 
Attorney General Peter Vemiero also participated. 


One firm cited in New York and New Jersey was Hackensack, 

N.J. -based Investors Associates Inc. The firm, which declined to 
coRinent, was named in actions in 16 states, making it by far the 
hardest-hit among those named. 


Other firms named in more than one state included Meyers Pollack 
Robbins and L.T. Lawrence 6 Co., each cited in four states, and 
First Equities Corp., cited in two. 
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Additional actions are expected to result from the investigation, 
officials said. 


""This is the overture, not the finale,'' Vemiero said. In the 
interim, he said, consxuners must be aware that "an investment 
that seems too good to be true probably is . ' ' 


*** Infwnart-Online *** 

DESCRIPTORS: SECURITIES INDUSTRY; INVESTMENT DE;^RS; INVESTIGATIONS; LAWS 

AND 

REGULATIONS; UNITED STATES 

ORGANIZATION: North American Securities Administrators Association; Investors 
Associates Inc.; Meyers Pollack Robbins; L.T. Lawrence & Co.; First 
Equities Corp. 
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Fourteen brokerage firms, including several with Long Island 
headquarters or branch offices, were accused yesterday by 20 state 
regulators of using fraudulent, high-pressure telephone tactics to 
sell penny stocks. The securities regulators called it the biggest 
such crackdown ever. 


Some of the firms already have been investigated by other 
regulators. At least two are out of business. The potential 
penalties announced yesterday included fines, license revocation 
proceedings and ten^rary orders to cease certain activities. 

Mark Griffin, president of the North American Securities 
Administrators Association, an umbrella group of regulators that held 
the ne%r8 conference, said that nationwide, about 50 brokerages engage 
in so-called "boiler-room" sales tactics, such as scripted 
"cold-calling, " misleading statements about secvtrities and failure to 
respond to consumer conq}laints. Dennis Vacco, New York State's 
attorney general, said that such firms are likely to be located in 
the New York City area because it helps them inq>ress customers. 

The firms named in yesterday's crackdown that have Ijong Island 
headquarters are : 

- First Ihiited Equities Corp. of Garden City, temporarily 
restrained by Vacco from a number of acts including making the sale 
of shares of initial public offerings contingent on a promise to buy 
more later, and using unregistered securities salesmen to make cold 
calls. No one answered the phone at First United yesterday. 

- Sterling Foster & Co., of Melville, notified that the state of 
New Mexico intends to bar it from doing business there due to 
customer cotq>laints of unauthorized trading in their accounts, 
sometimes by salesmen who allegedly weren't registered as brokers in 
the state . 

Ira Sorkin, an attorney for Sterling Foster, said he couldn't 
comment because he hasn't seen the charges. He said Sterling Foster 
has "ceased doing business for all practical piizposes." Hie firm has 
been sued by the Securities and Exchange Commission and it is the 
subject of a civil action by the National Association of Securities 
Dealers . 


- Kensington Wells Inc., formerly headquartered in Syosset, 
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notified that ita license to do business in l>ela«rare will be revoked. 

Delaware officials said they understand the firm has been out of 
business since November. Brokerage officials couldn't be reached for 
comment . 

Additionally, Investors Associates Xnc., a Backensaek, M.J., firm 
sued by Vacco, used to have a nxunber of hoag Island branches and 
still has at least tw. Vacco temporarily restrained the firm from a 
number of activities relating to initial public offerings and 
telephone sales. David Sayid, outside counsel for the brokerage, 
said the firm "never condoned any inproper sales practices* and will 
cooperate with authorities *to clear its name.* 

DESCRIPTORS: SECDRITY; IMDOSTRY; STOCKS; FIRST UNITED EQUITIES CORP; STERLING 
FOSTER & CO; KENSINGTON WELL INC; INVESTORS ASSOCIATES INC; FRAUD; 

SECURITIES ADMINISTRATORS; DENNIS VACCO;; STOCK NEWS 
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. The Oklahoma Secxirities Department is barring a New Jersey firm 
from doing business in the state as part of a multistate 
crackdown on questionable practices of telemarketers selling 
penny stock investments . 

.Securities Administrator Irving L. Faught issued a summary order 
barring Investors Associates Inc. of Hackensack, N.J., from 
conducting securities business in the state. 

The company, which does not have offices in Oklahoma, has 15 
days to respond or the temporary ban becomes permanent, Faught said. 


Investors Associates and others are hawking penny stocks and 
other micro-cap stocks over the phone and may be engaged in illegal 
or in^roper high-pressure or "boiler room" sales tactics, he said. 

Improper practices could include artificially hyping a stock to 
influence its value, or telling consumers to buy or sell stocks so 
the firm can generate additional commissions when holding a stock 
may be in the consumers' best interest. 


Improper sales tactics can also include promoting investments 
considered unsuitable for the consumer, such as a high-risk 
investment for an elderly person. 


The action against the New Jersey company and investigations of 
others stemmed from actions begun by the North American Securities 
Administrators Association. 


Officials at Investors Associates were unavailable for comtment 
early Friday evening . 

The department is investigating three other out-of-state firms 
for possibly engaging in similar practices. The firms are William 
Scott & Company of Union, N.J.; Biltmore Securities of Fort 
Lauderdale, Fla., and Euro-Atlantic Securities of Boca Raton, Fla. 

The department is issuing an "Investor Alert" that offers tips 
to consider before investing. For a free copy, potential investors 
can write to: Stock Scams, The Oklahoma Securities Commission, 
Suite 860, First National Center, 120 N Robinson, Oklahoma City, 
OK, 73102 and at http//www. oklaosf . state .ok . us 
/-osc/invalert .html 
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The booming stock market is leading to more telemarketing scams, 
according to securities regulators in 20 states that are suing 14 
brokerage firms for defrauding people with promises of huge returns. 


•In this high-flying bull market, it’s easy for swindlers to 
make claims of outrageous returns sound plausible," said Mark 
Griffin, president of the North American Securities Adsd-nistrators 
Association. 

The KASAA is a private organization representing state 
securities regulators who spearheaded an investigation into 
fraudiilent stock telemarketing. On Thursday, Attorney General 
E>enni8 Vacco announced civil suits against the 14 brokerages. 


The firms were charged with high-pressure calling techniques 
and outright lies. They also were acctised of allowing unlicensed 
solicitors to falsify records and coz^ct unauthorized trades, 
failing to report investor coin)laints and evatsion of broker-dealer 
registration requirements. 

In C^io, the Securities Division of the state Coomerce 
Department denied a license to Investors Associates Inc . , of 
Hackensack, N.J., on Thursday based on a number of customer and 
regulatory complaints. 
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TAXING STOCK OF FRAUD: The Pennsylvania Securities Coontission 
was among 20 state securities agencies filing actions yesterday 
against 14 firms in a nationwide crackdown aimed at brokers selling 
fraudulent stock over the telephone. 

Pennsylvania's action was filed against Investors Associates Inc. 
of Hackensack, N.J. 

The state's order alleges that the firm sold clients' securities 
without authorization, and failed to sell or delayed investors' 
instructions to sell for as long as three mCTiths. 

The state further charged that the conqpany recomnended unsuitable, 
speculative stock to elderly Pennsylvimia clients whose primary 
investment objective was conservative growth and income with minimum 
risk. 


The North Aaericaa Seexirities Administrators Association Inc. said 
that the 37 actions filed against the firms by 20 states represents 
the biggest nationwide crackdown ever against brokers selling stock 
over the phone. 

To help educate the public about the latest trend in securities 
fraud, the state commission is releasing an Investor Alert that 
outlines the scope of the problem and offers tips to consider before 
investing. For a free copy, readers may call (800) 600-0007, or 
write to the conmission at 1010 N. Seventh St., Harrisburg, 
17102-1410. 

NAME CHANGE: Sears, Roebuck and Co. will change the name of its 
Harrisburg area Tire America stores to National Tire and Battery on 
Sxinday. 

The local stores are at 4521 Jonestown Road, Lower Paxton Twp.; 
and 6051 Carlisle Pike, Hansen Twp. The cooqpany also is changing 
the name of its Tire America stores in Lancaster and York. 

The name change is part of Sears' plan to convert some 275 stores 
to the National Tire and Battery concept by Aug. l. 

All stores will carry 3,000 national brand name and private label 
tires, including Goodyear, Michelin, Pirelli and custom wheels. The 
stores also will sell batteries and related starting and charging 
accessories . 


In addition, they'll offer services such as brake, shocks, struts. 
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State securities regulators yesterday accused a New York 
investment firm of engaging in high-pressure sales tactics to 
fraudulently sell speculative “penny stocks" to Massachusetts 
investors . 

Secretary of the Commonwealth William Galvin suspended the license 
of Meyers Pollock Robbins Inc. and 14 enployees of the firm. Galvin 
also plans to seek fines against the company and win restitution for 
any local investors who were defrauded. 

Yesterday's action was part of a nationally coordinated crackdown 
on firms that sell low-priced stocks to investors over the telephone. 
It involved 20 states working with the North American Securities 
Administrators Association, the umbrella group for state securities 
agencies. Last fall the group created a special project to combat 
the growing problem of dishonest sales practices in the marketplace 
for so-called microcap companies. 

"With the booming stock market, many people feel they are missing 
out," said Galvin at a news conference yesterday. "That mentality 
fuels the opportunity for fraud." 

Galvin's formal con?>laint accuses Meyers of running a classic 
"boiler room" operation in its New York office. Phone 
representatives reading from prepared scripts pressured 
unsophisticated investors to buy stocks. According to Galvin, the 
brokers frequently lied about their experience in the investment 
business and promised investors they %#ould make large profits . In 
one case a potential investor was told he could turn one dollar into 
five dollars within a year. 

At least two investors who refused to buy stock had stock 
piirchased in their name anyway, according to the con^laint. In 
another case a Meyers broker refused to sell stock when an investor 
instructed him to. 

A %ranian answering the telephone at Meyers's New York office 
yesterday said no one was available to respond to the charges . 

Galvin said his office knows of about 60 investors who believe 
they were cheated by Meyers, but he estimated the number could rise 
in the coming days. Investors with con^laints are urged to call 
Galvin's office at 800-269-5428. 
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Galvin used yesterday's news conference to caution would-be 
investors about similar high-pressure sales schemes. "Investors need 
to be aware of who they are dealing with," he said. 

Galvin suggested that investors get all information in writing 
before making a commitment to invest . He said investors could also 
call bis office to check whether the firm they are dealing with is 
registered to do business in Massachusetts. 

Investors can also check to see whether individual brokers have 
been disciplined for securities violations in the past. 
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A securities firm that formerly operated a branch office in 
Buffalo is one of 14 bro)cerages named Thursday in what is 
considered the largest nationwide crackdown ever against brokers 
selling stocks over the telephone. 

Hackensack, N.J. 'based Investors Associates Inc., which had an 
office in Buffalo from at least 1992 through 1996, is the target of 
legal actions in a total of 16 states, ^l^0cing it by far the 
hardest'hit among those named. The firm said it will cooperate with 
investigators . 

The North Asierican Securities Xdalnistrators Association 
(NAASAA) , an umbrella regulator group, said the actions, involving 
charges in 20 states, follow an investigation that began last fall. 
That probe centered on telephone sales practices that officials 
said were used to dupe unwitting individual investors into buying 
stocks. 


"Reading from scripts, en^loyees of these firms pressure their 
victims to buy stock in unknoim con^anies," said association 
President Mark Griffin. "Once the price is driven high enough, 
insiders sell the stock, making fortunes for themselves and wiping 
out the savings of innocent investors.” 

The nationwide actions were disclosed at a news conference at 
the office of New York Attorney General Dennis Vacco. New Jersey 
Attorney General Pe^r Vemiero also participated. 

An<h:ew Kandel, assistant attorney general in charge of the 
Division of Investor Protection and Securities in New York City, 
said the AG's office has received more than 100 inquiries and 
complaints from stAte residents about Investors Associates . 

"In the enforcement action we filed in State Supreme Court in 
Manhattan, we allege they duped investors, many of them elderly, by 
selling low-quality, high-risk stocks, greatly misrepresenting the 
risks," Kandel said. 

The prosecutor was not able to provide information as to 
whether any Buffalo-area residents fell victim to the firm's 
tactics, but he said it appears all Investors Associates offices 
operated in a similar fashion. 

The Buffalo office of the Better Business Bureau said Thursday 
it received nine requests for information about the firm ):>etween 
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1994 and 1997, but no eom>laints wara filad. 

Xnvastors Aaaociates had ^aratad out of offices at the Buffalo 
Hilton, 120 Church St. Salvatore John Cannatalla, who was barred 
from the securities business by the National Association of 
Securities Dealers for 10 years because of his 1979 felony 
convictions for bankxt^tcy fraxsd and conspiracy to connit 
bankn^tcy fraud, was a major figure at the Buffalo office. A 
Rochester office has stayed open. 

Helen Sprecher, an SS-year-old retired grocer from 
Philadelphia, said she was bilked of about $99,000 «dien an 
Investors Associates broker sold her holding in RJR Nabisco despite 
orders not to and invested the proceeds in a little-known 
telecommunications company. 

The new stock plummeted, and after repeated demands to get her 
money. Investors Associates offered her a settlement of $12,000. 
she said. She rejected the offer and the case is in litigation. 

"Historically, when you shine a light on these types of firms, 
the individuals who organise and participate in them disperse like 
cockroaches running for cover, only to turn up later,* Griffin said. 
DESCRIPTORS: TELEPHONE SALES 
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BRENDA BGTTNBR, host: 


Now with more oa the subject and what you can do to protect 
yourself from investment fraud, Mark Griffin. He's president of the 
North American Securities Association. Mark joins us now from our 
New York bureau. 

Ri, Mark. Thauiks for joining us. 

Hr. MARK GRIFFIN (North American Securities Administrators 
Association) : Good evening. 

BOTTNER: Mark, what could these victims have done to avoid this 
situation? 

Mr. GRIFFIN: Hell, Brenda, a number of things that they could do. 

First of all, each state has a securities regulator in that state 
ai^--and brokers are supposed to be licensed with those regulators. 

If you call your state sec\irities regulator before you do the trade, 
while they are pressuring you, you can find out a n-*a number of 
things. You can find out how long they've been registered with the 
state, what disciplinary history they might have and any other bugs 
that might crawl out from underneath kicking over a few stones. 

fiOTTNER: Now aren't--these are things that we've been telling 
investors to do for years. Are these scams just getting better? 

Mr. GRIFFIN: Yes, they are getting better. They're boning their 
pitches. These*-these firms are using scripts that are so finely 
tuned they have an ans%rer for just about every other objection. Our 
major concern is that --that-* that people need to understand that the 
telephone is kind of like a little soitey vacuum cleaner that reaches 
right into their home. And they need to be very, very careful at 
giving out information. They need to do their homework first before 
they do trades with these firms. 

BDTXNER: Hhat are the top two red flags in any telephone 
conversation that you should be warned about? 

Nr. GRIFFIN: Any- -any sort of pressure i- -pressure to invest 
today. Hhat they're trying to do is they're trying to get your 
snney under their cOTtrol. Even if they sell you, to start with, a 
recognized stock, quickly they will flip you into something that you 
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don’t recognixe. And one of the patterns that we saw was a lot of 
unauthorized trading. That is a big red flag. If you have 
something that has been put into your account by a broker without 
your authorization, immediately report that. 

BtmnER: And it's not just the elderly who are being targeted 
here, is it? 

Mr. GRIFFIN: No. No, I--I think that*-that we're seeing a lot 
more younger people getting involved. These narket levels are--are 
attracting a lot of interest of relatively unsophisticated investors. 

It doesn't matter what their age it. But they're coming to the 
markets because they expect the types of returns that the. . . 

BUTTNER: ffciR. 

Mr. GRIFFIN; ...that the markets are offering right now. 

And- -and there's a lot of fraud that's hidden by a bull market. 

BUTTNER: And--and is this just the tip of the iceberg or is there 
more out there? 

Mr. GRIFFIN: This is. This is our first wave. It involved 
initially only five firms. We wound up with actions against 14 
firms. I think that later on in the summer you can expect some more 
of this activity. 

BUTTNER: MnsR. All right, we'll be watching. Thanks, Mark. 

Mark Griffin. . . 

Mr. GRIFFIN: Tlumk you. 

BUTTNER: ...president of the North American Securities 
Administrators. 

And still to come on THE CLUB, confused about the different types 
of mortgages available? Well, when we come back, we'll show you if 
fixed- or adjustable-rate is right for you. Plus, certified 
financial planner Tama McAleese will be here to take your phone 
calls, so start dialing. The number is 1 (800) 752-CNBC. 

Announcer: But up next, you keep hearing about a suiwner rally, but 
some experts say right now is the worst time to start investing. 

We’ll find out why when THE MC»IEY CLUB continues. 

Program Time: 7:00-7:30 PM 
Nielson Rating 176S45 
Reference: 970S29 
DESCRIPTORS; MUTUT^ FUNDS 
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Robert Siegel, anchor: 

Today, securities regulators in twenty states 
announced a major crackdown on brokers who fraudulently 
sell so-called penny stocks over the telephone. Officials 
accused fourteen brokerage firms of a variety of abusive 
and misleading sales practices. In caany cases, the brokers 
allegedly deceived their ciistomers about the value of a 
stock or even sold their shares without p>ennis6ion. NPR' s 
Jim Zarxoli reports. 

Jim Zarroli reporting: 

Officials said this was the biggest crackdown ever on 
bjrokers who sell stocks over the telephone. Regulators say 
there's been a big increase lately in the number of people 
vdio complain that they were defrauded by such brokers. In 
New York state alone, officials say the number of 
conplaints has risen forty percent in just two years. Mark 
Griffith is the top securities regulator in Utah and the 
president of the Noirth American Securities Administrators 
Association, iidklch represents regulators. 

Mark Griffith <North American Securities Administrators 
Association): In this high-flying bull m«u:ket, it's easy 
for swindlers to make claims of outrageous returns sound 
plausible. Unfortunately, far too many investors are 
falling for this lure. 


Zarroli: Regulators say many of those cited today operate 
the same way. They pressure small investors into buying a 
stock in an unknown coupa^ in order to drive up the price. 
Once the price peaks, insiders sell all their own s^res 
at a profit. That sends the stock tumbling, leaving the 
small investors with huge losses. Many of the investors 
lodging eonplaints about such firms tell similar stories 
about how they were taken in. Often they received a cold 
call from a broker who, reading from a script, persuaded 
them to send money to buy an especially hot stock. i.ater 
they found out trades had been made %n.thout their 
permission. 

iiWrrrmffrnTrritfrrrrrr^YTirYrr rY mpwfnr i mrrjftmTrf VUS^kt. 
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Bighty-f ive-yeaur-old Helen ^reeker (sp) , a retiared 
grocez- front Philadel$^a« Im^sted nearly a hundred 
thousand dollars in savings with a broker from New 
Jersey-based investors Associates. The broker persuaded 
her to iMy stock in two »aall companies. 

Helen Sprecker (Investor) i Both stocks tumbled and as they 
w^t down, at the end of the month, wt^n I got my 
staten^nt, X called him and said I didn't- X told yOM not 
to sell the R.J. Reynolds. It gave me a nice dividend. He 
said, well, you're going to make money with this. 1 said I 
didn't want it, X- Well, he said, you have it now, but 
you'll send me a dozen roses when you find out how much 
money you can make. So, after a few weeks, the stock came- 
kept going down. 

Zarroli: After repeated demands to get her money back, 
Sprecker said the firm offered to return about an eighth of 
her Investment . She refused the offer and has taken the 
firm to court. Investors Associates declined to comment on 
the allegations. The firms cited today face a variety of 
civil charges, c^iar^s that regulators say c^uld lead to 
criminal sanctions at some point. Some have been ordered 
to stop telephone sales altogether. Mark Griffith says 
regulators are determirod to put fraudulent brokerage firms 
out of business, although he also added a note of caution 
about these efforts. 

Ghriffith; Historically, when you shine a light on these 
types of boiler room firms, the individuals who organize 
them and participate them disperse li]ce cockroaches running 
for cover. They <mly turn up later in another fim selling 
different product, but by the same means, and by the same 
solicitations . 

zarroli: Griffith said small investors must learn to be 
wary about stock pitches made by strangers over the 
telephone and to be suspicious about deals that souxtd too 
e^od to be true. 

This is Jim Zarroli reporting. 


# # # 
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FACTS 


• NASAA’s board of directors authorized a special project to address the problem of 
fraudulent sales practices in frie micro<cap marketplace in late ^11 1996. In January 1997, a 
strike force compMised of representatives from 12 states was created. Other states 
scheduled coordinated audits. In late February, the teams struck without warning. 

• Twenty state securities agencies have filed 37 actions against 14 broker-dealers in today’s 
first-round. Other actions will follow in the weeks and months to come. 

• The 20 states participating today include Alabama, Connecticut, Delaware, Illinois, Indiana, 
Maryland, Massachusetts, Missouri, New Hampshire, New Jersey, New Mexico, New York, 
Ohio, Oklahoma, Pennsylvania, Texas, Utah, Vermont, Washington, and Wisconsin. 

• The 16 states taking action against Investors Associates are Alabama, Connecticut, 
Delaware, Illinois, Indiana, Maryland. Massachusetts, New Hampshire. New Jersey, New 
York, Ohio, Oklahoma, Pennsylvania, Texas, Washington, and VN^sconsIn. 

• Four states taking action against L.T. Lawrence & Co. include Indiana, Missouri, Utah, and 
Washington. 

• Other firms targeted include Meyers Pollack Robbins (4), First United Equities Coip. (2), 
Kensington Wells (2), Biitmore Securities (1), Capital Securities/W.B. McKee (1), 
Nationwide Securities (1). R.D. White (1). Sterling Foster (1), Toluca Pacific (1), Euro- 
Atlantic (1), State Capital Maikets (1), and Wiliam Scott & Co. (1). 

• There were 6,840 anti-fraud enforcement actions by the states in 1995. 

• Collected enforcement settlements by the states in 1995 totaled $136,008,485. The amount 
offered or returned after fines and expenses was $85,686,890. 

• On April 28, 1997, a ten-point plan was approved by the membemhip at the NASAA Spring 
Conference that Is designed to protect the ever-increasing numbers of consumers that use 
the services of small Investment advisers and financial planneie. 

• Over 600 pages of relevant information is available at NASAA's Internet web site that can 
be found at www.nasaa.ory 

• The oldest International organization devoted to investor protection, the North American 
Securities Administrators Association. Inc. (NASAA) was organized in 1919. 

• In the U.S., NASAA Is the voice of the 50 state securities agencies responsible for efficient 
capital formation and grassroots investor protection. 

05/28/S7 12:16 


he$ideM: Maifc J. Griffia<Ulah) . P rei idot^lect Deuse Voigi Oawterd (Texas) . Secretary: Adrienne R. Wansaall (British Columtoi • Tieasurer Detiofah R. Bonner (Washinponi 
CKreem: Craif A. Coeoscfc (Iowa) • Peut C. HddreA (New Hampshire) > Don B. Saxon (Florida) 

SetticB Chain: Barry C- Cmhaty (Massachaaens) • Robert N. MacDonald (Maryland) « BiadleyW. Skolnik lindianai . Patncia D. Stfock (Wisconsin) 

Section Vice Own: ios^ P.Bscy (Alabama) . Ridurd S. Coneae (Vetmemi . Dooglas F. Wilburn (Missouri) 
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As market soars, so do 
complaints over brokers 


neooKS Wtoxsit 

Kehngttf Gre^walt ra&embers 
the eall as If it were yesterday. 

**Oood momlngi** said the voice 
on other end of the phone. 
"Two to diree times a year, we at 
htvestm Associates ^ oar pre- 
fistred customers involved witti a 
niche area of the ma^t where 
we can potentially turn a '6lz% 
sevea>flgnre profit within the 
course of a few trading hours." 

It was a call that him sit 
up and take notice 

After an, It was late X99S, and 
the stock market already was tip - 
more than SO percent for the year. 

"Wouldn't it be great;" the resi- 
dent of Marion, in southern Illi- 
nois. remembi^ tbinkhig, “if T 
could h^ out with my grasdkids* 
college fund?" 

But Greenwalt who had retired 
as a vice president of First Finan- 
cial Management Corp., an 
Atlanta-based data processing 
company that had be^ acQuired 
a few months earlier by First 
Data Corp.. got a rude imbrodne- 
tion to a part of Wan Str ee t that 
state regoiators now are trying to 
shut down. 


‘We're DOW getting 2,000 ; j 
cemplaiiits a year.' 

Robert Newtson. director of the 
lUinots secretaiy of state’s 
securities department 


First it was the stock of Inter!- : 
OTS Inc., a IdL Vernon. N.Y.. dis* : 
tributor of deco ra t i ve home acces- r 
series. Then it was the stock 
Bev-Tyme. a Brooklyn, N.Y., bev- • 
erage distrihuton then Compare i 
Genoiks, a Hauppauge, N.Y., dis- • 
tributor of diet^ supplements. ; 
and, finally. Microenergy Inc. a ^ 
Carol Streantbased rnanumeturer : 
of high-fireqnency power supplies: - 

Despite a highflying maricet. in ' j 
which virtually everyone was 
making money, the stocks picked 1; 
by the brokers firom Investors * j' 
Associates all tell in valtie. • \ 

And the'greeting is suspected of ' 
being part of a script used by 
Zhvestors Associates brokets call- : ' 
Ing nilnois residents with whom ■ . 
they'd never belhre spoken i 

Creenwalt filed a <^mpiatnt last - ^ 
^ Sea Srocss. Pa^ t ; 
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Stocks 

CwwwuH i Tttnt Pack 1 
year with ttt* niinoia aecrctary cC 
etcle'y securities depertsent 
sgetDST the brehers fron the 
TimstOR Aasedelce* eOlee ta bM- 
TtBfc N.Y. iUecine that tb^ mis* 
rrprcscBlcd Ite tovestBMRts. By 
then. b«*<l lost mjOOO tnm his 
eolOt) sccoont 

Bet theeampUiat by Greenuatt 
65. was only Oe of the iceben^ 
Thesaaa Doeeven df Osk Lawn 
aod WiSiam and Itaiioy Broedwr 

of Chkago (Old state ofOdali Sul 
Otey. (ook bad boca vicUaund for 
theuoasees ef daOere. 

State scearities resoiatore 

arevnd the country discovered 
ihss laveeeers Aaserliw brekere 
were behind complaints in IS 
Stales, least or them new sre IBOV' 
ins to revoke the company’s 
Uceasa 

Mreody, the Had tet i seo, N.J.< 
hmd film has beat beircd ftom 
deinc business in bdiasa. Ala* 
and Kew Hampshire, and 
nilAOls omeiau win consider 
revotins Its sate license at a 

besrtng AOS. a. 

'Repeated attempts to reach 
mveetess Associaiee effidab for 
comsMBC wen uMnooeMfial. 

In the past year. lUineis hai 
rcvdied the licenses and dosed 
the Chiea^erea oOices of AJK. 
Karen A Co.. Stretton Oekmont 
Ine.. Nationwide scenrtties me. 
and tbo LjC. Wetard Ca AH dealt 
heavily tn so*caUed penny 
steeks— apeenlative. Iew>prieed. 

*^e*ce now cetiins ifiOO eom- 
a yen;* aaid Robot Newt* 
eon. director of the UUaoto eeeuii' 
ties depirtncDt 

And fi« number of enforoeaeBt 
Mfriiwt brdkars and bro* 
kacafe companies by file seeors* 
ties dhrisieB baa ecarty doubled, 
(p m arly 400 a cH ra w ^ in fha pM* 
twe yaan. Tha aw fai u xanfc all 
Ow way Grero i^ri mamia to revm 
estloitt cf tha Ucenies of firms or 
thdrhrekcn. 

SiaM tbe bamoBtam «f jmn the 
Dew JeoBc mdnstiial avaraee has 
raaomd pam eoooi aoo^ cooo. von 

and new is knedUnf loudly at 

Tsoa 

The reUrwoent plaas of thou* 
sands of Americans are tied 
fiUaedy to tne mil ctowtfe In the 
etedi aoafkeb Where 17 years atOk 
ove in evoy 17 hoasdwids owned 

sethrttics. new one out of evoy 
Ibieedoes. 

*&i this hii^bl^iiC bus oaikeL 
ifs easy for swindtcfs to make 
'eUinis of outsateoua returns 
sound plsisiblc.'’ said Uask Grif« 
On, dlrecter of (be Ulan sacunuas 
department and prealdant of the 
North Aaiericen Saeurltics Ad> 
; mla k tt a toca A aa o datlon 

• Twenty years ace. recalaton 

* wm wamias of the^danfou of 
t penny stoda. Teday. i(h Qie ini* 
; tW pdUe oBMnc in a vtrtaaUy 


(nereastagly, rcfnlaiora say 
fhorYe flndinK brokasaae eompa* 
nias arOflchUly b eoati n » a stock 

by rapid tnidlou and man aOoi^ 

iB9 Ot priee to ooOapM once all 
the intended vietiaee havn pur- 
dma^ shares. 

tVadltloMny. minota rmManta 
baea bam buasM heavily by bfo> 
kern posklac^pe^ ?*.?**? 
other seenrflies that brokess 
proB^ win neecd phwwnwnil 
frewth. 

But ^HOa said ae one am e( 
the Luuutiy is mere hoavSr tar* 
fated (ban aneihar. 

That may ba arun laid NewtMO. 


but aoiior eifizens are isotv fro- 
qttMtiy Victimised because they, 
more than others, have readily 
aecccsiUc disposeWe inoome that 
can be tapped. 

Two weeks adO. me eeeunties 
asaociatiOD. le wfaidt the Illinois 
secoriUcs department beloaps. 
rnmonnmd the filing Of 36 actions 
agatatstucempenies. Indudlns la* 
vesters Associates. They were five 
malt of as enforcemeot sweep of 
ctwaii biokwaae ofiicse by 30 state 
secumMs agendek 
Virtually alL aooosding to Crif- 
fbu T^ upon the type of script 
Qiat w» wed to vidhoize Green- 
wait Denavan and (he Broeckere. 
Uet week, file Katienal AseeeU- 

titoi Seconttes Dealers, whldi 
regatatee brokcrsii and the Socuri- 
lice and Bxchaoee Cemmiseioti 
they may begin to force 
large firms fiiat clear trades for 
small firms such as investors 
Asseeisces to repeit siom of so*- 
pidous tradxnR activity. 

OrUBn said the paitem is for 
smaR firms le locate bt some well- 
known area and Ihen afiilUte 
with a brtndname firm. 

Under oaritM rules, (ho linns 
that desr trades, a lucrative bttl 
Iit0o4cnown Wan STtoet business, 
only relay to the sniau finss com- 
plaints tccesvc ehout trading 
activities. Under the new rtfics. 
the SBC Is expected to require 
ttau copies or tne coeeplamu be 
Oed wiin regulalers. 

laetassingly, GrtillB Newt- 
son said. nfiulator* suspect that 
telemarketing firms arv being 
send to sell tbo ee m r l deo vatber 
Oan regiatared brokers, as rc- 
qoBodbylaw. 

Althea^ seme tmafi firms are 
tved^le. Griffin said, the ones 
under souUny almost unifomily 
rely upon so^caUed “cold-caUing 
pnieliMS.'' a tadmlqiic is whidi 
runm ere r t i T m f — i — ! 
caili^ Itata .lhat indicate a per- ' 
eoMb wflUngnem to take rlims or 
ofigg types ^ demographic 
*Uail of Ibe liras tod btundms 
rtily on high-pressure scripted 
telepkooe eotd^»lHng tkot **- 
elades lalsiCying experi s nee and 
jK i i ' fona aoce. a» w«lj as oiber 

Ufici** Griffin s^d. 

In Csct. one of the cosapUlnu 
In vqt vea a Utsn tavcsttipUBr who 
used an SEC computer to check a 
hrehe i Y daims as he bcvathlessiy . 
toofed a perfiedar stock. 

*^<o mattm how sepbistkatod 
yea are. you can get taken in a 
coM-ealfing aituaticn.'* Crilfia 
said. idea is to keep people 
M the phone and get fiM vacuum 
deano* down into your wallet* 
tiai's onty one way to fight it 
be sai± *Hnc up the phana.’' 
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Camplainu diztectjr frpm oaasaincn 
ihoaid grow as well, nztee tbe SEC WBS 
required by law to add a toU'&ee conk' 
pla^ hotline. The KASD CoU4rce hot- 
line is getting nwre prose ai well And 
the ^C. NASD and NASAA have att 
QQ their 

W(A sites about edtat abuses to look 
for and -whera and hoar to ccsnplam. 
Iho.NASOK’e VfA aita also makea e- 
EnaiUiid a complaint poaribla. 

Aa the regulatory database of cue- 
tomer enmplainta grows, plaintiSit^ 
atcameys who represent investors ln 
aibitratkn eases and lawsuits erill have 


aridi and acceaaibte record of every cur- 
rent mn-in a brdter has e^esioGed. 
IhM mane the days e^ea lawyers bad 
to depend on the le^ disGoeeiy pteeeas 
to gii teoocds from firms, eddch often 
finkd or refttied to turn o«w perdntnc 
docainsnts, wiB draw to a dose.- 

That should he^ investors wifti 
Intimate cases, says Bob Dyer, aa 
Oriandot Fla , b ased attorney ^ieape» 
dallies in retail seearlties litigadwi 
and arbitration, *SoM ifiti eo aaloa m 
atiB a coeA^ kind game and it win 
stay that wiO^ as looff aa this is a ceev 
laivian^Ten business, but any 


changes that heh> wronged investors 
are dianges for tto better," D yer s a ys, 

While wiimli M y g ( A uwu 

ingcaaes he sees are down becaaae flms^ 
own oa npu t e p d r iren mdar aoeena are 
grttfngbcttcr at detecting ttwstproblssn. 
soitibffity casea ara ho,'— and 
Inappcopciate trading la atiB a ecnawn 
occBcienoo. Dyer says. Ihatfa becatiaoa 
beautiful petiddie that doienk raquha 
dwn i^a ftw t iui aeeyeardoentinahB 
bieksca Bcney,* he edda. 

Gail Boliver. a plaintiffa attorn^ 
with, offices In Iowa and Nrtraaka. 
agrees tfirtuainttableiiiuiduaiiits and 
unanBwciaad trading have becaroa tba 
ttunber-oae asks praetke ^uaes be 
saaa. *CJttsepfaistiGmad mveetDcs are oom 
ataxttlf bd^ sold the thaory that aey 
need an aciRetjr haded pOrtfbBo dmt ia 
fiur bej c u d their ii iree nu ai it aeode and 

aa accamkli database of dasflar eont- 
pfainti to aid Biatn, bodt iaviBtDCS and 
plaindfh attomaysabauldfiBdtteaMer 
to make lhair easaa. be asys. Aa more 

afaln h may also aneoumge firms that 

w it i iialw — 

the beaker's wrongdoing is dsarcut to 
aotO# mecetpdddy, ShoUanbmfnrssys. 

Tho good nows for finaaeial ifiaa- 
oora U firnt attenwye late^ soo cases 
egainm Aom who do gem^ needs- 
baaed planning and seBing. *lhe fiitt 

Sw Aa ganmier 

cuatsmer needs aa a matter of coutm 
should ba a huge marketing point ibr 
thorn when they eocopeto against tiiose 
I like te ceB ftiU dis-eervioe brdters,* 
Shsllcaborgerndde. 

But that doesn’t mean the wmm 
weattom if tbs market noeedivee. hi 
fiKC. tboee plannwe who datge fees fer 
advice, eqpdaHy on top of 
PMwmj—inw*, su^T bo paitfcolacly vul* 
nar^ilo if dients* invest monfs aour. 
*Eapaetatfons may be-blgfaor,* says 
Nancy lininger, piesldcat of The Con- 
sortium, a compliance eennilting firm in 

Ce ma riH^ . A(Ur all. costeciMrs 

amt Just paying fir a product: theyVe 

paying for somooDO to teli fiwm what 
pceduct win beet serve tholr Boods in arqr 
kindofraatlBC'Tmnocpremecuigeom- 
mieeion- or foeenly plenniBg^ only the 
need to be careful becHiae if we have e 

praleegcd bear madmC. thsse ate toing 

to be a let meet c o m p l ai nts against 
ev«ymie,*UidBgereaptaIm. B 


ifc MpsipsotiQseifiisiili.iwilriiihiitiilliiysiit* 

Emse.«B«»nMM'palsadferastoifde«^-M»lstta8RNiloi . 
appemeb to al eansoMr cempisiRlk NMty Unbiosr.|MSidM 
nsllamlticurtatocoqtolgofinithCigirifc.eB.A can pn ti—N a^ 

ciBBnm cacapWito siwM Mp jM.awM praMHW to tofist piMi Md 

cmdemflccto.HBtam>DiB|diti|itotofMd^ 
vftig liPbMryiia^^ 
to libM imjtm cBi ppw pii! l«i tofe.-ol 


diilRg'«ai,itofc and tu . 
goedUisioopdtosa^ 
snnltohsei 

• Mt si napMtos miiamlir* Boot dodgs cafis or Mds. Stos LMb^;|| 
fstpoodtog to Wtom or phons call. «is oBtoimr wH beilsw yegm to ftuK a 
praHm tti ten toto a draamlB and castor caw aglmi you 

• §mmm asaqlMil. Put MMm custonsr oongWato to foe 
flrn's cootoiM tok I pOdkM pboos cQowiaflioM toihflto claito dooM 
MntoMifin.iloogwBaaaGoeiintoaaynsatofieAimi«dk .. 

You InB aiaa M I GutoMWflto a canpM to fig 
Bto ler to etontt ntMSwwr yM nM toioL Ibii toii toaiyeo baw a 

yoafetowwtosimydaiwtoByMidftntoBentoBiupfitoya^ 
ipltom«Mti>eyu«totontotopidwyBuriwt w nsnidl s iidngawdsgtoinaf 

• lapart to |sw Ink loto antardstosm end invHtoiMt afotom SIS 0^ 
wfioaa poley atto praeadon sttoMMot tor deafloQ with csstomr BOMpL 

ceqskt sou to isport such oonpliiais to your eompBiMt ds pii im in t Lto toa^ 

dcpaimnt ttti toe toad tor rauotito < cotopidM sarV toto asttog ths xacBptoM,. 

bMfuynantyootolMiidisk. 

• laaib a totodMa watoBan. I yoH^ mads an hman otoitoa. nihs ano|ifl|y 

IS poiitito. after ustong liie advtos of yoer c ea ipB^ dopaiMM nsnsnbgj 
nfMds and setdem en e. no.oiatiirhow aaiall. have to ba tm ttwbu^ 
dtpwwnt So fwn If yon wito to tehtod a S» defcto charge lor a nada. tot nitt • 

i cwie ho w ye a r ion gfi ir a topi r t i wto . tWngw says. 

• tags iiillii ^ oBto Rtog I cMM to niwr eaqr. but swiyeni hii cm ot.to» 

tooWMChtoyoniiwafaftoMltoto^Wtog.TiytedntoswswItotowtta'OwJaB*,: 


aarlr.yoscmgistoto" 


LNyMeaaldsiiMirprahtom.c 
*Matotaftotottiiboitandlon8«rai.Uito|irsqft. 
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■' !Yield-Bumihg*ls Discussed at Meeting 
Of Gore With State, Municipal Leaders 


ByJOHNCOMNOB 

OotfJoMsNaetieuwt 

WASHINGTON Vice President A1 
Gwe t(dd state and municipal loders that 
the Treasury, Internal Reeraue Service 
. and Securities and Exchange Cmunissitm 
will work together to address concerns 
i aboirtinunid^l’bmxl"yld(H>uniing."ae’ 
~ cording te pMple at the meeting. 

The vice inesldent also said the Tree* 
i sury and IRS are dose to issuing a 

• regulation that would daiify the position 
: of tax authorities Mtyield-buniiog. 

meld-bumlng occurs sdien the price trf 
> Ireamiry securities sou to Issuers.of muni 

• advance refunding brnUs for the escrow 
accounts used in such deals Is marked 
^nesshrely, giving the appearance d cmi- 
plying with federal tax restrtettmis mi 

: investinmit earnings while providing a 
' windfall to Imnd-maritet middlemen. 

The IRS last year issued a revenue 
. procedure in wtilcb It Invited muni issuers 
with potodlal yiehHNBning {uoUems to 
;• settle vduntarily with the agency. This 

• ignited bovris d prMe«s hrmn state and 

• local oNidals that their jurisdictions couU 
be subject to a cdtective tax-enforcement 
bill of SI UliiMi or mme because what 
they represent as the misdeeds securi- 
ties professionals. 

“Vice PreddMH Gore said Treasury. 
IRS ami CTC would be wMidngtogethM.” 


said Nathmal League iA Cities Prerident 
Mark Sdnrerte. an OldahMna d^ 
awndlman idio attmided the meeting. 
Other state and local leaders at the meet- 
ing Induded Chicago Mayor RMiard Daley 
uut New York Gov. GeMge PatakL Mr. 
Schwartz called tiie sesritm “a majM*. 
major positive" for state and local govern- 
ments. 

“Vice Preshtent Gwe's message is a 
vary positive signal that dries will not 
arbitrarily aiffi^ the burden of respmsi' 
MU^rfM smnething they did not knowing 
door ben^ from." Mr, Sdiwartz sau. He 
said the proQiect of interagoigr coMdina- 
tton Aaiphr reduces dunces that muni 
issuers will be doitole victims td yidd- 
burntog abuses, ife noted that coordina- 
tkm nggests that funds recovered the 
^ hom seoiritles ^esskmals in ^eld- 
burning enfiwcemmit actions could be used 
to SMtie tax liabilities of muni issuers. 

hfr. Gore's press tdfice bad no immedi- 
ate commau tm uu meeting: nor did the 
IRS. An SEC spdtesman said the agen^ 
had no comment “at this time." A Trea- 
sury repasentative said “the vice presi- 
dent’s statement ^leaks for itself." Trea- 
sury Secretary Robert Rubin, formerly the 
head M Gotdman. Sa^ & Co., has recused 
himself tom the yidd-burning roattv. 

The SEC aurentty has a boatload d 
suspected yidd-buming cases under inves- 
t^tlML The IRS has at least seven ytdd- 


buining cases under sottlny. and had cast 
a potmttally broad enfmcement net with 
the revenue proredure inviting muni is- 
suers with pc^tial proUmns to settie. 

TheSECrecaittysaidtiial“oneeonse- 
tpience of yidddHiiiiing Is to defraud tiie 
fedml governmem." SeparM^, SECEo- 
fMreinent Director vnUiara Mdncas tdd 
a senator last month that yidd-bton- 
ii^ “aOegdimis are receiviog caidul 
consideration by tile ecmmlsdoo In aecM- 
dance witii Mir enforcement responsiMli- 
ties under the federal seoirittes laws." 
Ur. McLucas noted the SEC’S remedies for 
securities-law violatkms include di^Mge- 
mmt of ill-gotten gains. 
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Getting the Goods 

How to discover the past, checkered or otherwise, of your broker or dealer 


BY RICHARD KARP • How do you spot a crooked broker before you give him your money? 
How can you find out, in advance, if that disembodied voice on the telephone, offering you a 
great stock or a “conservative” options'trading deal, won’t steal your money or churn your 
capital into oblivion? How do you know if that sober guy on the other side of the desk, with a 


siq^MMedly lugh*t«eh, f»0-6«fe currenqr- 
fntures prognm. isn't a ctmiriissioa- 
hungry or inept? 

There are several ways to Rnd out, 
the most effident being to pass Go and 
head directly to your state regulator. 
Each state keeps a huge repository «( 
infonnstion on every brdcer*dealer in 
the couatty, down to the last detail of 
the least coopUist from a fonner in- 
securities sdniinisiratofB ^ eadi 
state government hdd the infonnation 
in a huge ditabate called the Central 
RegistntiOD Depository, or CRD, set 
up 16 years ago to maintain stockbroker 
r^^tratim data, but which has become 
a tie facto broker-survdUance -tool 
EveryUiing goes into the registry's 
maw, and never disappears. niaidlB to 
longstanding poblk records laws and 
more recent “qreB-air' or ‘aunahine* 
laws, the states must keep dils informs- 
tion on file snd make it availtble to the 
poblie forever - quite literally. 

The federal gcvemmen^s diief in- 
vestment watdulogs. the Securities and 
Exchange Commission and the 
Commodities Futures IVsding Cwninis- 
don, have access to the CRD, whid is 


opersted snd maintained by the broker- 
age industry’a self-r^ulatii^ body, the 
Kational Assodatioa of Securities Deal- 
ers. The informataon, however, is jointly 
owned by the KASD and the states. But 
for puWie eonslII:^>tion, these regula- 
tory bodies edit almost everything but 
eonvkticns, thdr own public aanetions; 
in effect, the most obvira frvids. 

In other words, whether you want to 
know about a stoddaroker from the 
NASD or a commodities dealer from 
the CFTC, the same dynamic prevails. 
'Ihousaods of angry client eomtdaints 
againat hundreds of brdcers and latdi- 
men - whether because the eomfdaiiits 
haven’t been pursued or because the al- 
leged offender awaits arUtration or has 
settled with Ms defrauded clients - 
aren't made available on any publie in- 
vestor hotline. 

So, if you want to really know about 
Brokw X, bypass the sgeitdes and self- 
r^nlstMy bodies and simply call or 
write to your state securities watdidog 
agency. In New Yoric, for example, it's 
the Bureau Investor Protection and 
Securities; in Texas, it's the Texas 
Securities Board; in CaUfomia, it’s the 
Department of Corporations, and so Mt. 


“Just write us a letter, and we will 
give you the entire CRD file on any 
tntiker or firm.” says Andrew Kandell, 

the assbtant aUetney general in 

diarge of New York State's investor- 
protection bureau. Of course, not all the 
cmnplrints are valid - sometimes it’s 
the conplsinast who's at fault. But, 
says Kandell: “Our position is that un- 
substantiated customer complaints 
should be available to the publie via the 
CRD. Investors should be able them- 
selves to weed out real discipUnary 
matters from unsubstantiated com- 

p lflinta ” 

The Centrsl Registration Oeposi- 
toiy disdoses the name and addr^ of 
the broker, his Soda! Security nund>er, 
his en^iloyment history, the states in 
which he's roistered, what kind of 
regisfrations be has, whieb brokerage 
firma he’s worked for, his test scores 
snd when he lode the tests. 

The CRD also will disetoee the bro- 
ker's entire disdplinary file, induding 
not only aiMtration awards and court 
judgments, but also pending eases and 
updates tS those cases. It will provide 
name a eaae, vriiere and udien it 
was filed and the name of the com- 


plainant and of any co-respomtenu. In 
addition, the file briefly outlines pend- 
ing claims, a description of the defense 
and the sum daimed as damages. 

If the proposed investment repre- 
sents a big enough diunk of your capi- 
tal. and you can afford the fee. e lawyer 
will search the CRD for you - and go 
beyond it Most investors' lawyers 
vi^ the service. 

Althou^ the CRD's database gets 
any tetter complaint that goes to any 
agency or excha^, as well as any ac- 
tion. it rdies to a large extent on bro- 
kerage firms to report instances of cus- 
tomer complaints .and arbitration fil- 
ings directed at the firms, as well as 
their individual brokers - but the 
firms don't always comply. So. to learn 
about cases outride the d^)Ository, a 
lawyer may contact the Securities Ariii- 
tration Conmentator, a newsletter 
published in Ha(dewood. N J. (201-761- 
5880). The latter has a daUbase fed by 
such arbitration forums ts the NASD, 
the New York Stock Exchan^ the 
American Stock Exchange and other 
self-r^ulators. A good lawyer will also 
run a Lexis/Nexis search, to see what 
comes up on the broker in newspapers 
and magarines and on television, as 
well as comments made by or about the 
broker. 

Or, if you have a tdepbone and a 
computer booluip, you can do all of the 
above yourseff. 

To get some limited information, you 
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SffiDiA«r 15. 1997 


coaM cbed( tlw SEC's WorU Wide. Web 
' ^te l» learn ebovt iu tfsdpliMiy eetiMis 
afatawt firm and tone individuaU, at 
eNfl aa aome ttatc4evd action*. (The ia- 
tematioB foca badi only to Septmiber 
199S. but a whole range of private acrv- 
ice*, andi at Weatlaw and Ledt/Nexi*. 
bat aene enToreenent actmt* bade to 
the mld-'SeveiitietJ But beeauM the 
SEC preaeeutet just the meat ^regioat 
ease* of fiiaud and malfettuee, unleta 


HELPFUL NUMBERS 


(cnq 
•0067MNFA 

202 41 S-SSOe, Office Of Praceedinst 
Web site; httnitaNm*.cfie 40 « 


[NASOl 
B00 2S»4m 
Web site: http^AvwwjiOidrxeRi 


202 942-7040.0 
MucatioA h Atiinanw 

web titt: hKpinH«iiv4«<.9ev 


bend deder to of the ediber of a Midiad 
Mtikea or Ivan Bocakjr, the SEC jMoba- 
My wnmt have any infennatim about 
him, evmi if he hat a record as lo(% as 
ShaquaieO'Neartaim 

For alightiy mere data, you could con- 
tact the National Aasoetotion of Seeu- 
riUe* Dealers or the Commodities Fu- 
tures Trading CommtoiM»*t sdf-regula- 
tMy body, the National Futures Asaodt- 
tion. 

The NASD makes puMic the dtodpB- 
nary histories of any registered teoker 
or brokerage fum (of course, if the guy 
tont registered, forget about him). You 
can also get the same data at the 
NASD's Web sHe. by sending an E-mail 
recpicat. Either way. the organization 
wUI speedily send you the informetion by 
maS. fax or E-mail. 

Though the NASD hotline provides o 
much broader base of information than 
the SEC. its publiely avaitoble data is se- 
verely. and controversially, limited, just 
tikp the federal agency's. If your broker 
was found to be a very bad actM- in the 
past, the NASD will rtgtie you with 
criminal felony and investment-relnted 
fflisderoeaiwr charges or convictions. 


OeportmefttofCorip^ Ocparbncnto(9ankingA 

tiont fi nance 

tSOOnSt. tOI CastGiinaSt 

SacranMnto.aiif.9S814 Taltohassec. H*. 32201 

9t6«S3-6«14 9(M4a8-9eOS 


Secretary o< State 
S20 South 2t>d SL 
Spring(i(U.II.62701 


Secretary of the Common- Pwitbn of Securities 
wee W i Secretary of the Suie's 

Secunties Owision Office 

1 Ashburton ftace SOOWest ZAain St. 

Botten. Matt. 02108 leHcnonCity.Me.eSIOI ' 

«17 727-7190 S737S1-4I36 


NewYork: Newienw 

Bureau of invcttornotcc- Bureau of Securitiet 
tionSSecurikes iSSMabeySt. 

ITOBroedwey Mewarfc.NJ.07101 

NewYeck.N.r. 10271 973 S04-3e00 

212416-6222 ' 


OnitionefSccutitin Sccuri&tCenimitttan Securitiet Board 

OcpartmcntofCommeia 1010Nerth7thSt P.O.Sox13l67 

77 South High St. Harritbura. Pa. 17102 Austin. Teias 787 1 1 

Columbut.Ohie4321S 717787-U2a S12 30S-8300 

614466-3440 


both domestic and foreign; pending or fi- 
nal regnlttory actions by all state and 
ferieral ageades against the broker; and 
awards or judgrarats against the broker 
in arbitration w dva proceedings in pub- 
lic customm* cases. 

But tite group won't dtoelose any in- 
vest^tions ot a tmdeer or brokerage by 
a r^totory agency, or the resignation 
or disdtarge a broker 'hinder eert^n 
auctions inv^ng toaud, wrotgful tak- 
ing of property, rule violation or failure 
to supervtoe.' And it won't make dtodo- 
sures about bankruptcies, unssttofied 
judgments or Kens, or denial of bond. 

Another source of infotmuien for in- 


vestm to the Commodities Futures 
TVading Cmnipis^on's Mnsumer-protec- 
tson hotline, known as DIAL, for Oisci- 
^iaary Infwmation Access Line. It gets 
you toe piddle database run by the NFA, 
the agency's self-regulstor. which you 
can a^ reach on the CFTCs Web site. 

Here jmu can learn whether the 
stranger on the phone trying to seD you 
pork-b^y contraeto to a roistered eom- 
modlties dealer. If not, he's pnhably vi- 
olating federal law by selling futures 
without a license. 

DIAL will give you background on a 
registered dealer, su^ as the kind ot li- 
censes he or his firm hsve. and when and 


whm he was registered. If the database 
shows any disciidinary history, including 
•nforeement actions by the CFTC. the 
NFA or any of the 13 U.S. ewnmoditie:: 
exchanges. DIAL wiD mail or fat you the 

The CFTC operates an tn-hou«e com- 
ptotnUadjudkaiion forum. If an investor 
has a gripe against a registered futures 
dealer, he can. for a minimum $60 filing 
fee, take it directly to the agency's Cus- 
tomer Complaint R^tarations Program, 
where the ease will go before an admin- 
istrative-law judge, i^o can order resli- 
lutiOD. Decisions can be appealed to the 
CFTC and. ultimately, to the U.S. Court 
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of Appeals. 

SgiufiesnUy, the CFTONFA hotUne 
pwdes brief summaries of any repara- 
tions ease - ediether adjvuUeated or 
pending. Moreover, if you want complete 
details, such as the strategies being em- 
ployed by (he lawyers, you need only call 
the CFTCs Office of Proceedit^ The 
records will be mailed out the next buri- 
nessday. 

Although some invest«e' aUmneys 
regard the CFTC as more forthcoming 
than the NASD, it also deUbenately con- 
ceals far more broker information ^sn it 
Ideals. Among the data it doesn’t make 
public are letters of complaint, unless 


they ere accepted fw adjudication by the 
agency dr in. customer complaints 
agunst a eomroodities dealer that go to 
arbitration, only after an award has been 
entered. Disci{dinaiy actions instituted 
by the commodities exehei^ are made 
public only a^r a sanctioh has been im- 
posed on the eirant dealv. Arbitration 
eases that are settled before final judg- 
ment simply drop into a black hole; no in- 
formation about them is readily available 
to investors. 

In any case, eht^ is coming, even 
for the CRD. which is the center of a dis- 
pute that pits the states and the North 
American Suu Securities Administra- 


tors (NASSA). a group that represents 
state investment watchdogs, against the 
NASD and the Securities Industry Asso- 
ciation. a trade organization. The NASD 
operates and nuintains the Ceitral Reg- 
istration Depositoty. but jmnUy owns 
the information on it with the states. 

Three years ago, sU parties concerned 
began taUdag about how to redesign the 
depository, so it could be avaRible on the 
[ntemet in its entirety by eariy 1998. 
The NASD and the SIA insisted that the 
new CRD continue to delete unsubstan- 
tiated complaints that weren't pursued, 
while NASSA and the sUtes simply 
wanted everything in the Central Regis- 


tration Depodtory disclosed. 

. They reached a compromise, whereby 
customer complaints would be publicly 
disclosed on the Internet or hotlines, but 
if not pursued by Che claimants, would be 
delet^ after two years. Just as is the 
case currently, only complaints involving 
at least 810,000 would be publicly dis- 
closed. 

. In addition, the NASD has agreed tc 
build and maintais for the states, as i 
complement to the newly designed CRD 
Internet system, a separate database 
containing an their'‘deleted‘’ complaints 
This will be accessible throu^ (he 
North American State Securites Admin- 
istrators organization. Still, investor! 
wOl have to go to the states for complete 
information. 

The deal between the NASD and the 
securities administrators, which wouir 
require SEC approval to take effect, has- 
n't been finali^ in at least one very im- 
portant respect. The states want a thirc 



public database containing the full dUci 
plinary histories of investment adviseit 
These are professional financial plan 
nets, not necessarily registered brokers 
who make their living from mahagemen 
fees rather than from trading commis 
sions. This group represents a rapidi; 
growing sector of the investment Indus 
try. according to Denise Voigt Crawford 
Texas Securities Commissioner am 
president-elect of NASSA, who says th 
number of registered investment advis 
ere in her state has jumped by 3<H’ ove 
the past year. Tke state securities ad 
ministrators are now considering 
NASD offer to build an “Investment Ad 
visor daubase." to be jointly owned b, 
their organization and the SEC. 

The problem is the sUte admlnistra 
lore don't trust the NASD, so theyV 
considering having other informalio 
vendors do the job. “If the ‘delete, 
cases’ delivery system for the states fall 
short of being ecmpleu. we are going t 
have serious reservations about letcin 
the NASD build an lA database," say 
Crawford. “We want a daUbase to cove 
every lA rep and every lA firm, just lik 
the old broker CRD - with every com 
plaint in it." 

Another reason for the mistrust; Th 
NASD, clmming a mounUin of technic; 
difficulties, says the redesigned CRD/tr 
ternet broker disclosure system, slate 
to go online in early 1998. will initiall 
contain only a fraction of the informatio 
it has promised to provide. 

So. at least for now. the thing to do 
you have doubts about a broker is to coi 
tact your state securities agency. Am 
depending on what happens with stane c 
the other souths of data that are Mt 
tempiated. that may remain your bef 
twt for vears to come. ■ 
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Type of Information Reported to Central 
Registration Pepositoiy (CRD) 

Disclosed to Public 

Current 
NASD Policy 

Proposed 
NASD Policy 

Criminal investment-related misdemeanor charge or 
conviction 

Yes 

Yes 

Criminal felony charge or conNnction 

Yes 

Yes 

Pending regulatory action (pending NASD and other 
SRO formal complaints, as well as pending actions 
of state and federal agencies) 

Yes 

Yes 

Formal investigation by regulatory agencies 

No 

Yes 

Final regulatory action (NASD formal complaint, 
decisions, AWCs and settlements, as well as other 
SRO, state and federal actions) 

Yes 

Yes 

Revoked/suspended authorization to act as attorney, 
accountant or federal contractor 

No 

Yes 

Domestic or foreign court found a violation of any 
investment-related statute or regulation or issued an 
injunction in connection with any investment-related 
activity 

Yes 

Yes 

Investment related civil actions initiated by state or 
foreign regulatory authority that are dismissed 
pursuant to a settlement agreement 

N/A* 

Yes 

Award or judgment against respondent in 
arbitration/civil proceeding in public customer cases 

Yes 

Yes 

Resignation/discharge or permitted to resign under 
certain allegations involving fraud, wrongful taking of 
property, rule violation or failure to supervise 

No 

Yes 

Open customer sales practice complaint ** 

No 

Yes** 

Settled customer sales practice complaint — 

No 

Yes** 

Settled arbitration/civii proceeding in public 
customer cases ** 

No 

Yes** 

Open customer complaint alleges theft, forgery, 
misappropriation or conversion 

No 

Yes 

Pending arbitration/civii proceeding in public 
customer cases 

No 

Yes 

Financial disclo^re (such as bankruptcies, 
unsatisfied Judgmente or liens, denial of bond) 

No 

Yes 


* New U-4 page 3 qu^tion. 

** Subject to certain dollar limit reporting thresholds. 
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BROKER DISCLOSURE 

daca base kept by the NASD and used ^>breviauons. The NationaJ Council Seven other cases, filed between 

by both it and the state securities reg- of Individual Investors publishes a 1992 and 1995. still await arbitration 

ulators. booklet. How to Check Out a Broker, or settlement. They involve more 

But there is a problem. The Secu- which explains the codes and regula- than S750.000 in claimed losses and 

rities and Exchange Commission is lory shorthand used in the reports punitive damages sought from both 

complaining that the NASD and its ($5; 800-663-8516). You can also ask. Cladle and Oppenheimer by former 

member brokerages are doing little the regulatory office that mailed vou customers, u hose complaints are 

to rid the business of what SEC chair- a report to explain anything that is similar to those in the cases that were 
man .Arthur Levitt calls “rogue bro- incomprehensible. settled. 

kers.“ These are the brokers who Cladle blames his troubles on two 

bounce from firm to firm, leaving a WHAT THE NASO LEFT OUT attomevs. who upon learning that the 

trail of unhappy customers and tan- Gtadle’s case demonstrates the stone price of one of his penny-stock picks 

gted arbitration histories. And the sys- wall faced by investors who request a had plummeted obtained a list of his 

tem is rireed against you when you broker's disaplinary record from the customers from a member of his fern- 

want to know if your ily. Cladle says this 

I I I.I.- ■ ~ family member, a buy- 

er of penny stocks he 
recommended, had 
acquired his list of cus- 
tomers to sell them a 
vitamin supplement. 

These ^ys. Cladle 
IS busv rebuilding his 
diem base (he cur- 
rentlv has 1 10 clients). 
He savs that he retains 
his penchant for pen- 
ny stocks, small-com- 
panv securities, initial 
public olTerings and 
shares in bridge loans 
that help finance com- 
panies going public. 

brief employment his- What would he say to 

tory and a summary of NASD disci- .NASD. From that repon. you.'d learn people who are .iwarc of his long dis- 
plinary actions against the broker and only that in 1991 he was censured, ciplinarv histon and who are trou- 
past criminal convictions no longer suspended for five days and fined bled bv u- “Thes don i have to work 
on appeal. $5,000 for circumventing his broker- with me. ' he replies Tm a risk-taker. 

The lack of information about ^ge's internal policy “by opening and mv cusioniei s know it." 
arbitration cases is particularly securities accounts and executing 
galling. The NASD is a self-regulat- secunues transactions Ibr nonresident BIG PLANS AFOOT 
ing trade .issociation of brokerages aliens and misrepresenting the true Some sinies — floi kI.i and Te.xas. for 
Vjrtualh all brokerages require that benclicial owner of the accounts insiante — ni.iv leliixj to license a bro- 
customers stirrender their right to (Tlte incidents occurred while he was ker uith .i retold like Cladle's that 
sue the firm or its brokers and sub- employed bv Merrill L\nch. between intoive-. repeated arbitration of dis- 
mit unresolved complaints to NASD- 1985 and 1989.) putes c^alilorni.i. .Massachusetts and 

designed arbitration But then ihe But the state of California 'vheie New 5brk. liouei er are among the 
NASD turns around and rctiiscs to ihc 37-year-old Cladle now uoi k^ im states ili.u loH iioi <ll^quaiif^ a broker 
tell you whether a broker has a histo- the firm of Cram Beningen. will pu( xvub a record oi numerous arbitration 
ry of pending or settled arbitration vide a broker s complete discipliii.ii v eases, \eitliei " ill die NASD itself, 
complaints. history — including what happened As things M.ind now. if the NASD 

Fortunately, you don't have tosei- afUT Gladle s 1991 suspension His doesn i .idopi louiiber standards for 
tie for the highly censoied discipli- former clients at Oppenlicimer .v Co lirokei licensing nu nne might Leg- 
nary records olfered by the .NASD. i where Cladle was employed het"i i-ii ivl.inon ili.u u mild li.ive given the 
-Almost all state securities regulators 1990 and 1993) Initiated IG.nlmra m.ucs dnee 't.ii ' lo adopt uniform 
providca far more thorough version tion cases against luni and ins bio- '(aluiJKi^ b.i> been icpiaced in Con- 
in fact, man' states let vou ordei a kerage. Nine cases were sealed ii-i in .i bill ili.it lequircs ihe SEC 

distipliiiars record u'Cr the tele- u ndisc lo>e<l union iiis ol nioiie' to Miun die e.isiiuluC' 'if uniform 

phone. (Essential facts about sour betsveen 1992 and 1994. bclorc ihc\ lequiicmeiusaiui ie|X)rt back to law- 
states regulators — including address- could be arbitrated Tlie customers mP niakets m one lear sviib recommen- 
es. telephone numbers and wtiut vou those cases claimed that Cladle bad', dations The m igmai three-year 
svili or svill /tot be told — tanbefound misrepresented the nsksofpennv d.-atlluie u. is -< i mped because it syas 
on page u8 ) stocks he traded on their l)chail and : uiisMuk.ibk s.iss.i secunues auornev 

You'll need a guide to help you in some cases had made unautiio- svbo loukcd on tl'e legislation. Forc- 
decipher the report you request nzed trades and "churned' , ; mg states to find common ground 
,Both the state and NASD reports are accounts — that is. made an excessive/ might have lightened licensing stan- 
sy virtually unintelligible without a leg- number of trades m order to geneiy ti.inJs m st.iies such .as California and 
end to translate the arcane codes and ate commissions. ' .N'C" Mu k. u inch seldom refuse to 


ance-ic-a;::;! -uiy 


iy. someone who wants 
to be your broker — is 
among them. 

If you call the 
NASD (800-289-9999) 
for a broker's CRD 
report, you are not 
cold about customer 
complaints lodged 
against the broker or 
about pending or set- 
ded arbitration cases 
Nor are you informed 
of pending civil law- 
, suits or criminal con- 
victions on appeal. 
What you do get is a 


|l f the NASD doesn’t 
toughen its standards 
for brokers, then . 

® no one might. - . 
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afiOKER OISCIOSURE 


■\Vjiat your state avill tell you about your broker 


V THESE more (OMBBtS and addresses 
to QbUiB aa caiplorment and «scipiinacy report 
00 a stockbroker. Nearfjr ad 50 states and tile 
OlstrictefCelanibisss)rtlieinAsendou(>of* 
state knestors a report on a broker. Seif you 
live io teidstana. irbicb trithb^ ^ di^^ 
nary k^rmttien. or in a state Uiat ddeles 

e MemaOoii. cal anottwr stir's seoitMes 


M Retfstration Ocpositoiy dau base. 

There is osoaPy a diarte for a report. In 
most instaiices. the cost is nooiti^ bot GeoT' 


ebarfes a roW m o ni of SiO and Mid^an 

and Rhode Idaod diarce imttriy fees ranginc 

Rom $11 to $15. The NASO'S reports am free. 

Here's what yov*H Rod io the sUte reperts: 

> Uaresolved Investor complaints. Inditded 
by aU states enept Alaska. Connecticut. lUiaois. 
Udslana, MhmesMa. Nevada. North Dakota. 

Rhode Isiaad and Wsconsitt and the (Hstrict of 

CrdumWa. 

►Pendins afMtratloa cases, included by aU 
states es e ept Georfia. Hawaii, ilUnds. 

Loidsiana, lAnoesota. Nevada, New York. 


Oreton. Rhode IsUnd and Wsconsin and the 

District of Cehimbia. 

a- Pending dvli lawsuits. kidiKled by all 
states except Georgia, HawM. Illinois. 
IwilHaftii. Rhode Island and Wisconsin and 
the District of CohimUa. 
a- Criminal charges. Inchuled byall states 
except Oetawam, Kewafi. USnois. Louidana, 
Rhode Island and Wbeonsia 
a- Criminal convictions being appealed. 
Included by a! states except Delaware. Hawaii. 
Illinois. Louhiana. tHdahoma and Wisconsin. 


no vmmtacMi Aw.. Str. S70 
Mentdwrty. At 3(1130 
000422-1283 

aiASKA 

Oh; «r DaWdac and SMwilies 
a.0. Box 110807 
jMca«.AK«9Sit 
907-4eS452l 
Anizmr* 

SeewMcsOMsiM 

1300 VtWssMruliw SL. 3iO R 

I1I0WW.W 05007 

6n.S424342 

AOKAHSAS 

Seewthrbept^ 

ttefitaecWesteMe. 
201E.M«hhMi 
« neck. Ah 72201 
pfeoM (couestti 
CAureitMiA 

OcpMMM or CerpofSdWH 
3700 Wilstwe OIW.. Sit. 600 
Lm Anedes. CA 90010 
213-736'2502 
COLORADO 
Dhisiw) «( Securities 
ISM UnesM 9t. Sle. 420 
Dctncr. CO M203 
303-694-2320 
COMNCCTtCUT 
OepL or OaefeiAt/Seewnties 
and Ousiaess imesunent Oh. 
260 CoftSUMion Plara 
Hartford, a 06103 
860-24»a230 
OCLAWARC 
Oeoarwent of Justice 
Securities Ohisioo 
820 N. Frencb St. 8th n. 
WNoiineion. OC 17801 
303-S77-2S1S 

DISTRICT or COLUMBIA 
Ohisioo ol Securities 
4S0 SO) St.. N.W.. Ste. 821 
Wasnuteton. OC 20001 
202626-S109 
FLORIDA 
Olfice of ComptreHer 
OepL of BaiikHiS and Finance 
Dhisioft ef Securities 
122. The Capitol 
Bahassee. R 32399 
.04488-9S30 


CeORCIA 

MAftYLANO 

eusMesf Sarviees nepdwtak 

DMtiMdfSWHrilles 

2llMtfaUidwrn^jL0c 

200 SL Paol Plaee. 20tb a 

VMimNC.Stt.B02 

Baffimere. MO 21202 

Maatt.GA 30334 

41037M494 

<04 656 289$ 

MASSACHUSETTS 

HAWAII 

ScewMes OMsion 

SuskMtt kcilsttidaa OMsion 

One Askbunen PL.itnL 1701 

OepL of CdMmcnc and 

Bestta.MA 02108 

CdRSuawrAMain 

800-2894428 

P.0.8OX40 

MICHIGAN 

HenoMa. W 96810 ■ 

RctistnDen Section 


P.O. Box 30222 

IDAHO 

iMsinD' Ml 48909 

Department of Rnaoce 

517-3344215 

M. e« 83720 


Boise. 083720 

Department of Commerce 

: 208332-8004 

SoGurides and Ucenskig CHv. 

- lUINOIS 

133 East SeveMh SL 

ScenridaOepL 

SL PatA MN SSlOl 

UocoInTower. Stt. 200 

80DBS73602 

S20SeotliSecpadSL 

MISSISSIPPI 

Sprii^ficM. U. 62701 


2t7-7S222S6 

PjO. Sex 136 

INDIANA 

Jackson. MS 39205 

Secretary of State's Office 

800B044364 

Securities OMsion 

MISSOURI 

302 w. WashinfMa SuRm. Elll 


Indianapolis. IN 46204 


317-232-6681 

P.O. Box 1276 


Jefferson City. MO 6S102 

Securities Bureau 

800-721-7996 

Incas Building. 2nd FI. 

MONTANA 

Oes Moines. tA 50319 

no printed report 

515-281-4441 

406-444-2040 

KANSAS 

NEBRASKA 

Office of the Securities 

Bureau of Securities 

Comnissionef 


618 S. Kansas Ave.. 2nd n. 


Topeka. KS 68603 

UncMn. N£ 68508 

(no phooe requests) 

(no phone requests) 

KENTUCKY 

NEVADA 

OepL of Fmanciai Institutions 

Sec. ol Suie/Securities Oh. 

47T Versadles Rd. 

SSSE-WaslungionAve.. Ste 500 

FrankfOTL KV 40601 

Us Vegas. NV 89101 

(no phene requests) 

800-7584440 

LOUISIANA 

NEW HAMPSHIRE 

Securities Commission 

Bureau of Securities Regulation 

Energy Centre 

Stau House. Rm. 204 

1100 PordrasSL. Ste 2250 

Concord. NK 03301 

Ken Orleans. LA 70163 

(no phone requests) 

(no phone requests)* 

NEW JERSEY 

MAINE 

Bureau of Securities 

Securities Ohision 

P.O. Box 47029 

121 SUte House Nation 

Newark. NJ 07101 

AugusU. ME 04333 
207-624-BSSl 

(no phone requests) 


NEW MPaCO 


72S$Lliachaels0c. 

SmU Fe. NM 87S01 
S|»a27-7140 
NEW YORK 

Andrew Kaiidel/Boreav Chiel 
tewstor PfMectloa a SecutWes 
Aaomer GeoeraTs Office 
UOStmdwav 
New York. NV 10271 
(M phene tequests) 

HORITt CAROLINA 
Ann: Sandr* SlrMand 
Sec of State/Securities Oh. 
300 N. SaCs^ SL. Ste. 100 
RaM^. NC 27603 
919-7334924 
NORTH DAKOTA 
Securities Commissioner's 
ONke 

600 C. BM.. Slh n. 

Btemarck. HO 58S0S 

701-328-2910 

OHIO 

OMsioo el Securities 
77 South Hieh SL. 22nd H 
Cohimbus. OK 43266 
(no phone requests) 
OKLAHOMA 
Deoarunent of Securities 
First Natfotial Center. Ste. 860 
120 N. RolHnson 
OUahoma Citv. OK T3102 
40S-280-7700 
OREGON 

Oh. of rinence/Coip Secumies 
3S0 Wintw SL. N.£.. Ste. 410 
Salem. OR 97310 
S03-378-4387 
PENNSYLVANIA 
Office of the Secretary 
1010 N 7tn St.. 2n0 n 
KarrisOuff. PA 17102 
717-787B061 
RHODE ISLAND 
Business Resuiauon/ 
Securities Oh. 

233 Richmond St.. Ste. 237 
Providence. Rl 02903 
461-277-3048 
SOUTH CAROLINA 
Sec of Suie/Securities 0i« 
P.Q. 8oi 11350 
Colufflhia. SC 29211 
(no phone requesui 


SOUTH DAKOTA 
ABC Unda Todd 
OMsion of Securities 
tlBW. CapKdfAw. 
KcRe.S0S7S01 
M5-773-4013 
TENNESSEE 


Broker dealer Section. Ste. 6M 
500 lanes Robertson PkuY. 
Nasimfle. IN 37243 
(no phone requests) 

TEXAS 

State Securides Beam 
Bnriw/Oealer Repstradon 
P.O. Bei 13167 
Ausdn. TX 78711 
512-30S«332f 
UTAH 

Securities Ohision 

160 Cast 300 S.. Boa 146760 

Salt Late City. UT B4114 

801- S3fr«600 
VERMONT 

OepL of Bankitij, Insurance 
and Securities 
89 Main SL. Drawer 20 
Montpdief. VT 05620 

802- 828-3420 
VIRGINIA 
Seeunties Division 
PO. Bot 1197 
Richmond. VA 23219 
804-371-9686 
WASHINGTON 

OepL ot Financial Insututions/ 
Seeunties Oh. 

PO. Bor 9033 
Olympia. WA 98507 
(no pMne requests) 

WEST VIRGINIA 
Seeunties Oirision. WW 118 
Capitol Building 
Charleston. WV 25302 
304.SS8-2257 
WISCONSIN 
Commissioner ol Securities 
Oh. of Market Licensing 
P.O. 6oi 1768 
Madison. W) 53701 
608-2S6-3431** 

WYOMING 
Atti.' Securities Ohirion 
Sec f SUte. SUte Capiid 
Chtv.-nne. WV 82002 
301 777-7370 
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license u broker, bui would have i 
worked against consumers in states, 
tiucli as Florida and Texas, that i 
readv have stria standards, accord- • 
..ig to the attorney. ; 

The NASD, sensitive to criticism : 
being heaped upon its oversight of I 
brokers, is moving to disclose as = 
much about the work history of ; 
brokers as the states already do. iNlary ; 
Schapiro. the .NASD's new head of > 
enibrccmeni. says her organization's r 
board of direaors has approved pub- I 
licizing past and pending arbitration i 
cases as well as complaints that I 
haven’t been lodged as arbitrations. : 
"There are brokers who feel that ! 
some customers lodge complaints I 
because they lost money, not because ‘ 
the broker did something wrong," i 
Schapiro says. “But I think investors I 
have the right to know. If there arc : 
ten complaints against a broker, the : 
customers need to know that, and 
I'm determined ihev will " 

in addition. Schapiro is seeking to 
redesign the all-but-impcnetrabie . 
CRD reports. 'Thev re hard to read ' 
and understand." she savs "It s no ' 
one s fault because public disclosure i 
wasn i the purpose of the depository. ; 
The redesign will make reports much ! 
more reader-fricndlv." | 

JUR COURSE OF ACTION j 

The new; more-detailed, more- , 
understandable .NASD reports prob- j 
abb won t appc.ir Iwfore next year, at i 
the earliest- (Uliimaielv. Schapiro j 
would like brokers records to be ! 
available- over the internet.) In the : 
ineaiiiimc. liow ran \oii le.irn if there 
.ire N'.ii iiin” sii^ns on the empluvment 
fccoid of vour broker or someone 
who seeks lo he omr lirokcr-» 

In most instances, vou II get more 
inloi million hv coniucting vnur state 
iceuiiiies legiil.itoi r.ithcr than the 
NASD to obtain a background report 
on a broker Onl% ten states delete 
eiistomcf complaints from the reports 
lhc\ send consumers, according to 
our MU \e' (see tiic box on the oppo- 
site page) \Ji bill ten siaies and the 
Distiiti ol Coturnbui uill tell sou 
about pending iirbii ration cases 
invobing .1 biokci and .ill but six .ind 
(be Disiiiit iiilniiii vou .ibiHM pend- 
ing civil l.iwsuits Onb SIX States will 
noi reveal criminal < onviciions under 
.ippc.ii Vll ol tins information is cur- 
renih omitted m reports vou get 
Ironi the N.ASD -Most states — erclud 
mg \l.ib.uii.i. \eimoiii.md West \ ii - 
inia — and the NASD sa\ thev will I 
Keep sour mquirx confidential (. Jaba- 
ma s.ivs It lias no set policv ) • 
REPOKTefI: SUlAUSe SULUiAN 



LEAVIMG YOUR JOB? 

DON’T LEAVE 20% OF YOUR 
RETIREMENT MONEY BEHIND 


Free T. Rowe Price kit helps you protect your retirement savings. 

If you're leaving your job, choosing what to do with 
your retirement plan payout may be one of the most 
important decisions you'll make. And current law 
makes your choices more complicated — and more 
important — than ever. Depending on your decision, the 
IRS could withhold 20% of your retirement money. 

We help you know aU your optioos. Our up-to-date 
kit can help you understand all your options. In plain, straightforward 
language, we give you the accurate, detailed facts you need to help 
decide what's best for you. And, with our free Direct Rollover Service. 
we can coordinate your request directly with your previous employer, 
if you so choose. 



Call for more informaCion and a free kit 

I-800-54I-62I5 


[nx/est ConJidence^^^L 

TRoweflloe 


r. fiooe Price ImeanoitSepices. Inc. Disaibuior. 
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The 

GT Global 
- Natural 
Resources 
/• ; Fund 


What The 

World's Industrial 
Engine Runs On. 


from fossil fuels and base meiais to forest proauas. natural 
resources are essential to industrial growth. The GT Global 
Natural Resources fund invests in companies around the world that own. develop or 
explore for natural resources - companies I ^ ^ * 

which we believe stand lo benefit Irom global I '**' ; 

industrialization, for more information, talk i A shares; 28.9t''« 11.50% 

to your financial adviser, or call GT Global. [ 6 shares: 29.57% 1t.9t% | 


1 - 800 - 824-1580 


GT Global 

.A Member of Liecntensteir' Gioc ji f'usi 

It s Your Worid Invest In I t'- 

Returnv lor A and 8 shares include the ehec of the mamrium a 75% sales chatge and 5% con 
(indent deferred sales charge, resoectiveiy. ‘Since inception on 5r3U94 investment (eiurn and 
principal value will fluauate. so shares may be wonh more or less tnan tneir original price Part 
oerTotmance does not guarantee future results Before mvestmo. rcao ihe orosoeaus carefully for 
more complete information, including charges, expenses ana ilie risks associated with global and 
emerging market investing, including political and currency risk and the risks of investing in sim- 
ilar industries. GT Gtobai. IrK. OistrilMtor. SO California Street San Francisco. CA 941 It 
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NASO REGUIATION 


Barry R. GoMamtth 
Executive Vice President 
Enforcement 


NASO Regulation Inc. 

1801 K Street. NW.SthHoor 
Washington. DC 20006-1500 

202-974-2800 


S«nlt PdiMMit SifccoiRnHtM 

KHUIT# 15 


SqJtembcr 24, 1997 

The Honorable Susan M. Collins, Chairman 
Permanent Subcommittee on Investigations 
432 Hart Senate Office Building 
Washington, DC 205 1 0 

Re: Emerging Securities: Fraud in the Micro-Capital Markets 
Dear Chairman Collins: 

We appreciated the opportunity to testify before the Senate Permanent Subcommittee on 
Investigations concerning our efforts to combat fraud and sales practice abuse in the microcap 
securities market. Your questions and comments, as well as those by all those participating, will 
be of great value to our fUrther consideration of these important issues. Please accept this letter 
as a supplement to the record in these hearings. 

During the proceeding, you suggested that we consider approaches to ensure that investors are 
aware of the NASD Regulation’s Public Disclosure Program “hotline” number (800-289-9999). 
You also suggested that we consider whether the examination requirements for registered 
representatives should be strengthened. In this connection, we want to bring to your attention 
two recent initiatives that focus on these concerns. 

On September 10, 1997, the SEC approved an NASD rule proposal that requires NASD member 
firms to provide NASD Regulation’s Public Disclosure hotline number to their customers, in 
writing, at least once a calendar year. NASD Regulation’s Public Disclosure hotline number is 
the 800 telephone line which investors may call to obtain the disciplinary history of a registered 
representative or member firm. Investors who request information on how to file a complaint are 
directed to the appropriate NASD Member Regulation district office for further assistance. We 
have enclosed a copy of the rule filing and the SEC’s approval. This initiative complements our 
outreach to investors through the NASD Regulation Web site (www.nasdr.com) which gives 
investors the on-line ability to request disciplinary histories of brokers and file complaints, and 
our public service announcements on radio and television. (Press Release enclosed.) 

With regard to the examination requirements for registered representatives, I would like to advise 
the Subcommittee of a recent initiative in this area requiring continuing education for registered 
representatives. These new rules require the uniform periodic training of registered 
representatives who have be«i in the industry for less than ten years (“Regulatory Element”) and 
require each member firm to maintain a continuing and current training program for all registered 
representatives who have contact with customers (“Firm Element”). In addition, there are 
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The Honorable Susan M. Collins 
September 24, 1997 
Page 2 


specific provisions requiring the fulfillment of the Regulatory Element for those individuals who 
become the subject of a significant disciplinary action. We have enclosed copies of NASD Rule 
1 120 and the relevant Notices to Members that describe this program. We have also enclosed a 
recent settlement and press release in which Citicorp Securities was ordered to make payments of 
$325,000 for failure to comply with the requirements of Rule 1 120, 

In addition to these initiatives and those described in my testimony, we will continue to give very 
serious consideration to the suggestions made by you and Senator Cleland, as well as those made 
by the witnesses who testified before the Subcommittee. 


Respectfully submitted, 



Executive Vice President 
Enforcement 


cc: Senator Cleland 
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gupglMi«ril QumHum ter flie teef* af 
CMtaa Sbm M. Colini Md Sapoani <f 
te S(Mr«r te SmhMm «d BttkHfe CohMob 


bfi<»iau2tf CMmm Lem’s rnOmmurntm. lilt OeimmiKUt that ’[(She 

tern ’micnxxp’ Is iM a tern d^biei wider tile federal semOes lam. [bill that one 
dtfbdtimeftiiemknHx^me^bieludesJcai^iBtiesie^mmtetixp^aeloiiscf 
less that $300 mmai.... iHgenetei, seoaUes efndero cap carvadestat qmted 
on Nasdaq’s ore Bulletin Board, in the fhdlona Quotation Bateau’s n* Oeets and 
on the Nasdaq Sm^C^ liarltet.' 

A. What is tile Seaaities mid Eadao^eConmdstion’s (’tile Conmdstien’) bat 
equate of the dollar vitiueofftattd In the ndaoaqiilal market as the 
Commimon has defined Ut 

Hk Commission does not nxitinety collect, u pait of its e x s mimtio m oi 
invest^stions. ae dollar value of die fiauAitentKtivi^. EfEwtstog^ 
additioiial data on this question would entail considenble eiqiaiae and still 
migb not yield reliable results. For exampte, estimating die dollar vatae of 
die fiand vraold invidve vnlyaiv many diSeimit Bisects of tbe mioo cq> 
nmliEt, such as die commissions and fm collected by the brokers; anl 
oppoitunity loA by invesuns vrtio ctaiU have made i^itimate nnemnads. 
MoreovCT. in addition to die Conunissioii, the sdf-iegulatoiy organizations 
eSROs”), states and criminal aadxnities also invest^ate fiaad involvmg die 
ndcio oqp market. Finally, time is no way to measure ftaud diat has yet to 
come to light. 

B. What is Cantidssion’s best estimate af the dollar tabu of fraud in the pemt} 

stock market, i.e., the market afcanpmti stods that trade m$5or less! 

See response to Question 1. A. above. 

C. Amnding to a recent Wall Srea Journal article, the incidence of penny stodt 
fraud is on the increase, or, to use the article’s heaOme, ‘penng ^ock fraud is 
roaring bade. ’ Does tire Corainisrian agree? ffrurt. please a^Uun why. 

ftoat its enforconent invest^ations, its interaction with other r^ilams, and 
hs review of investor complahMs, the Commission’s staff considers incidenis of 
baud in low-priced, qieciilative seoiritks re be on die rise since the test 
examinatim of pem^ slock activity in 1993 (die Joint R^ulatoiy Pemqr Stock , 
Examinatkm Sweep conducted by the slaffii of die National Association of 
Securities Deates, Inc. CNASD"). the New Ymk Stodc Eahange, Inc. 
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('NYSE*), and tbe Noidi American Securities Adminisliatore Association 
('NASAA')). Tbe Commission's staff believes this increase is due to nuu^ 
Etctors, inctuding the enduring robust perfinmanoe of die matket; die 
increasing paidcipadon of retail investors; and 'l^pe* on the Internet bulletin 
boards aial chat rooms about high-tech and scientific companies that attract the 
interest of unwary investors. 

However, the staff believes that the focus of die baud has changed in the past 
four or five years and is now concentrated in securities with prices greater 
than $5 diat are quoted on die NASD’s Over-The-Counter ("OTC") Bulletin 
Board or on Nasdaq. The shift in acdvities away bom penny stocb was 
already evident when the Joint Regulatoiy Penny Stock Examinadon Sweep 
was conducted in 1993, the respective st^ of the various regulatory agencies 
involved noted that penny stock broker-dealers were then generating 75 percent 
of their revenues bom activity in Nasdaq securities. 

The Commission and the NASD ate working together to combat baud in the 
micro cap market, focusing on the OTC Bulletin Board and lower-tier Nasdaq 
securities. Not only are more examination and enforcement resources being 
devoted to this segment of the market, but both the Commission and the 
NASD are reviewing ways in which qipiicable rules can be strengthened or 
new rules inqilemented. 

D. In fact, the Wall Street Journal rqmrts that ‘[rjegulators now estimate annual 

losses to investors at more than $6 billion, triple the 1980s peak" of around $2 
billion. Is this a fair estimate? WiyAvhy not? Does the Commission agree 
that in constant dollars, more money is ^ng lost now to penny stock fraud 
than in the 1980s? Why/wky not? 

It is our understanding that this estimate may come bom NASAA. In 1989, 
NASAA estimated tbe asmual loss caused by pem^ stock baud was $2 billion. 
Based on maricet growth, NASAA iqiparently has estimated that tbe investors’ 
annual loss in 1997 prolndily irKieased proportionately with the maricet, 
resulting in the $6 billion figure. 

As noted above, tiie Commission does not mainuin statistics on individual 
investor losses and believes tiiat estimating investor losses based solely on 
matkM growth may not correctly gauge the extent of the baudulent activity. 
Thus, wdiile the extent of baud in the rtticro c^ maricet is not detetrtrinable, 
the Cormnission is concerned about at^ level of investor baud and is 
determined to address the problem. 
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E. WM aecoum fitr Out bicmue? is it occurringT 

See lespome to QueetioD l.C. above. % 

> 

2. b the CorniOsOtm observing a panaiUtr segment cf the population thar^eatedfy is 
targeted for pent^ stock scams, sadt as the eldaiyT Does the Commission knew haw 
it b that scam artias obtain ii^ormation on dietr targOs? 

In general, unsophisticaled investors ^ically are de targets of pe my st ock or tmero 
cap stock scams. Scam artists may tu^ unsofAisticated investors dnoogh a variety 
of F'xt'nH. For instance, the staff is aware tbat scam artists use commendally- 
available lists with certain information (regarding inemne, for example) to target a 
pe i tif^dar groiQ) of investors. They also find vulnerable investors dnough cold- 
calling. 

Investor education is to protecting unsophisticated investors, such as die elderly, 
from fraud. The Commission’s publications program and die penny stock rules are 
important elanents of this effort. Please see reqionses to (2uestion 3 and 8. 

3. Has the Commission initiated ariy outreach or investor edsication programs aimed at 

die popuiation segments dust are targeted by rogue brokers? 

A. Wut are those programs? 

B. How succestfid have diey been? 

C. Haw tr the Commission going to build on them? 

Ti» Commission has aggressively pursued raunerous investor education 
[nogranis diat are designed to reach out to all investors, e^edally those 
ate new to die market and less sophisticatrd about investing. The Commission 
bdieves diat an fdurawid investor provides the best defense against securities 
fraud. The Commis^'s Office of Investor Education and Assistance 
('OIEA') provides infrnmation aimed at educating investors regarding how to 
identify securities fraud. OIEA urges investors to tqiott suspicious aedvify to 
securities regulators. OIEA also informs investois about the inqiottance of 
investing wisely. While it is not possible to measure die nimber of frauds 
prevented by die investor education programs, die Conunission believes these 
programs ate critical to its mission of protecting investors and helping 
investors protect diemaelves. 
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The Commissioii’s efforts to reach out to investots inetude the following 
measures: 


Since its creation in 1994, OIE& has written and distributed over a dozen 
panqddets and hcoriium fliat warn invesims about scams and state in idain 
En^Urii what eyeiy myestor should know about investing. Ail of diese 
publications are available, free of cbaige, tm the Cmnmission's Website 
(littii:\\www.sec.gov) and duoagh d» Commission's toll-fiee publications and 
infimnatitm tine (1-SX>-SEC-(B30). The Comimaikm is cmnmitted to 
conthming this pognun. 

OIEA’s newest publication, entitled Cold Calling Alert, specifically addresses 
problems in die mnao caqp madret. It telb investbia wlnt the cold-calling rules 
are; how to deal with criU calls; how to sd^ than; and Imw to evaluate 
investment opportunities that come over the telejdmne. In the one month since 
the CommissiCHi released Cold Calling Alert, over 1,000 investots have called 
the Commissitm's toll-ftee infonnatioa line to retpiest copies, and over 4,000 
investtss lave down-loaded a ccpy from our Wriisite. In aiMidon, OIEA has 
sent ovm 4,500 copies to state securities regulatois, Monbers of Congress, 
and investor education professionals. OIEA is woildng with NASAA to do a 
state-by-state release of die brochure. This will give Cold Calling Alert the 
widest po^ibte citculadon. 

Investor’ Tom Meetints and Samnarj 

To findier eifeiiate investms and listen to deir conceiiis, the CtMumission 
b^an in 1994 to oi^mize Inverims' Town hferiings duoughout the counhy. 
To date, Chaiiman Lend has presided at 20 town meetings in New Jeisey, 
niinais, Florida, California, New Mexico, Texas, Tennessee, Ohio, 
Massarimsetls, Washington D.C., New Ymk, Pomsylvania, Viiginia, 
COmectinit, and CHdahnna. The Omnission plans to hold at lean six more 
during fiscal year 1998. 

The Commissioo's town meetings have been well teceived and regularly attract 
OVK 1,000 investors at eub locathm. At each. Chairman Levitt discu^n 
tpreriions investms should aric befixe di^ invest In addition, die 
Commission’s staff and members of the securities industry hold seminars for 
investors on a wide variety of topics. 

Eatlte this year, OIEA be^ wmUng closely with local and nadomd media 
to maximizB news covoage of die town meetings. This allows the 
Commission to reach investots who cannot attend the meeting. To build upon 
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the mnnientiiiii our town m e win g i have g eaer a tei. OIEA haa paeparad and )a 
diatribudng a manual to adviae investor orgaoizatiom and italB secntitiea 
legulalon m how to at^ dieir own invesn^ educatkm events. 

4. Uie trade press and papubtr press in recent immSis have ep>tsse(lOie view M 
n^ams are much needed In the NdSD.'s bidletbt board maita, a marlUt with no 
Cam^ssienr^onb^re^tbemeteseEsdnopti^SsdaBaere^p^emeats. One 
recent W(dt Street Journal artide states that dure are si ffi^lcant problems widiftaud 
on the over-the-aotmter marha. Infita, Barry Goldsmith, Executive Vice Presldem of 
fUSJ-S. has gone tm record slating “let me be blunt, that are Mgr^cartt prtddms 
in dm overdte cornier marhet end a strong repdatory response u needed.’ 

A. Does the ComdssUm agree with Mr. Goldmldi? 

Hk Commission’s staff agrees with Mr. Ootdsmidi that problems exist in the 
OTC maricet and believes that legulattny action is warranted as part of a 
coiptdieo^ effort to rraiedsr the ptdileois. Regidattny actxm. howevn. is 
only one element of a duee-pait teaptmse dist indades pieven&m and 
e n forcement. The staff now is reviewing the kinds of ftaudulmit and 
manipolative activities that have occuiied to date to detmmine wdiat regulatoiy 
actfons wonld be most eCfecthe. R^nlataiy adims, however, usiia% hqiose 
a cost on the partidpants in the maiket; therefore, die Commission must 
caiefolfy weigh these costs when considering the benefits of any lulemakiog 
initiatives. 

B. Among the suggested r^Orms to the hnUetin board, are: 

1. Bidding mohet nudcers respondUefor ver^Jhtg caipariy flnanckd 
irfOrmatUm and repdring annual updates to that data. 

2. Mddng pdiUcly availiide ^ amgroty iitfimnatiai mariet mahers jUe 
yvlth die NatiomdAssocialloa of Securides Dealers. 

3. Requiring all indUdn board cmiqxmles to file financial ngsoMs wfA the 
Coemdsdon. 

4. Vpdatmg the penny stodc rulefsj, possibly raising the definition cfa 
"pau^ stok’ to $10 tm $15 per share. 

5. Giving dm NASD unilateral authority to hah trading In stocks vhere 
fiaudis s u^ ec te d . 

6. Revising the Commission’s registration-exemplion ruks to dose 
loopholes. 
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C. To what extent, if at all, does the Commission agree with the merits of each of 
these? Which reforms should be accorded the highest priority? Why? 

D. In what ways will each one of these reforms help stem (he tide of penny stock 
scams? 

E. Can the Clommission give us an eq^roximate timetabie that the Commission 
expects each one of these propostds to go into effect? Have they been 
submitted by the NASD to the [Cfommission for its cppntval? If not, when 
does the Commission expect them to be submitted? 

Questions 4.C., 4.D., and 4.E. relate to a series of regulatoty initiatives tbat 
you enumetate in Question 4.B. We have restated yout questions and then set 
fotth responses to Questions 4.C., 4.D., and 4.E. with respect to each of the 
items listed in Question 4.B. above. 

1. Holding market makers responsible for verifying company financial 
information and requiring annual iqrdates to that data. 

Market makers in OTC Bulletin Board stocks should be familiar with 
infonnation about the issuers of securities that they quote. 

Rule 15c2-ll under the Securities Exchange Act of 1934 (the 
"Exchange Act") requires the first market makers that publish a quote 
for a security to have financial and other information about the issuer 
of that security. As Chairman Levitt testified hefore your 
Subcommittee, the staff is prqtaring amendments to strengthen the 
rule’s requirements. These proposed amendments would provide 
market makers and other mmket participants with greater infonnation 
about issuers that do not file reports with the Co mmis sion. The staff 
anticipates submitting proposed ame ndme nts to the Co mmis sion for its 
consideration by tile end of the year. 

2. Making publicly available the company information market makers file 
with the Natiorud Association of &curities Dealers. 

The proposals outlined in the response to (Question 4.B. 1 . , above, also 
would require a mariret maker, at the request of a customer, to provide 
information about the issuer that it has obtained to satisfy 
Rule lSc2-irs requirements. The proposals also will discuss whether 
to facilitate development of a central repository to maintain 
Rule lSc2-ll infonnation about issuers. 
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3. Requiring aii bulletin board companies tojiie flnandai reports with the 
CommissiotL 

Many issiien widi aecurities traded on the OTC Bulletin Board or in 
die Pink Sheets are not subject to the periodic reporting requirements of 
the federal securities laws. Requiring OTC Bulletin Board issuers to 
participate in die Commission’s public disclosure system would main- 
informadon about these ctmqianies mote widely available. Another 
possibility would be to limit eligibility to the OTC Bulletin Board to 
those issuers that ate reporting conqianies under the Exchange Act 
One drawback to this proposal is that it could force the securities of a 
number of issuers into other quotation media that do not have the 
transparency of the OTC Bull^ Board and are not operated by an 
SRO. 

The NASD has not yet formally recommended limiting OTC Bulletin 
Board eligibili^ to only reporting conqianies under the Exchange Act. 
Any proposal of this nature would be filed with the Commission and 
would be subject to a public comment period before the Commission 
could approve or disapprove it. When evaluating any proposal in this 
area, dm Commission will consider its costs and benefits, such as 
wbedier it would force smaller conqanies’ securities to trade in 
madtets that are easier to manipulate and more difficult to monitor. 

4. Updating the penny stock ruies, possibly raising the deJUution of a 
'penny stodc' to $10 or $15 per share. 

Currendy, the definition of 'penny stock* excludes securities that, 
among other things, are priced at $S or more per share. The 
Commission’s staff believes that the pent^ stock rules are very 
effective; however, some broker-dealers ^ve circumvented their 
application by pricing securities above the current $S threshold. The 
s^ is considering recommending to die Commission that it raise the 
price threshold in conjunction with other possible changes to the penny 
stock rules to cover mote of the types of securities that are used in 
micro cap frauds. The staff will be woridng on the penny stock rules 
during the coming mo nths 

5. Giving the NASD mUlaterai authority to halt trading in stocks where 
fraud is suspected. 

The authority of the NASD to halt trading in a particular OTC Bulletin 
Board security when it suspects that fraud or manipulation is associated 
with that security would appear to be consistent with its authority over 
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odn OTC iwmritica. Ai witb possible chsnges to the OTC BoUetin 
Bosid discnsseil sbove, the NASD would have to fik a proposed nile 
change with the Commission, wdiidi would be sutject to public 
comment before the Commission couM qtprove or disapprove it. The 
NASD has not yet p r ese n ted a proposed rule change to ^ 

CommissioiL 

6. Bevismg the Commission’s rtgatration-exemption rules to close 
bx^tholes. 

The Commission’s staff is considering whether it should recommend to 
the Commission rescission of its exemptions firom registration. These 
exenqttions, however, relate to the initial oiforing of the securities and 
not to transactions in the secondary markets. (For a more complete 
discussion of die Rule 504 exemption, see our response to Supplemental 
Quesdon 17 from Senator GtemO. 

It is not clear that fordier limiting the resale states of securities sold in 
exempt offerings would limit secondary maricet fraud or manipulation. 
Regardless of the limitations in tbe exen^on from registration for the 
initial offering, all securities are, eventually, eligible for resale. 
Therefore, it is not clear how revisions to the exemptive structure 
would impact micro ci^ fraud. The Commission's internal Working 
Group on Micro Cap Fraud currently is considering whether action 
should be taken regarding the exen^itive stnictnre. 

5. It has been rqmrted that the electronic BuUetin Board’s 'link to Nasdaq gives its 

listings credibility to unwary investors. At the same time, on-line technology simplifies 
the marketing cf these stocks. " 

A. Does the Commission agree that the Bulletin Board’s link with Nasdaq gives it 
credibility with unwary investors which unscrupulous market makers eqrloit? 
Whet if anything should be done to correct this, assuming a correction is in 
order? 

B. Does the Commission favor regulations that would forbid market makers from 
representing eUrectly or irulirectty that the [BJulletin [BJoard is cffiliated with 
the Nasdaq market ? 

C. Haw would such a rule be structured? How would it be enforced? 

Questions 5.A., 5.B., S.C., and S.D. are answered in Question 3.D. 
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D. nM, does the Commission propoie di^etting Ihe puMic's mind cf the fiia 
dun the [BJuBedn [BJoard does not meet the listing and disclosure 
retpdremems of dte odter NASD markets? 

Tbe ore BuUetin Bond dinemimles quotatum in electranic fonn for 
seenritiet that, for many years, had quolatiou poUiahed only throng paper 
reports known as the ’pink sheets.' The OTC Bulletin Board was initiated to 
allow the madoet makas in non-Nasdaq securities to enter and iqidate 
quotatum information on a real- time basis and provide the NASD with 
traosactian data to enable the NASD to better suiv^ this market. The 
Ctmunisskm bdieves that die OTC Bulletin Boaid is beneficial because it 
strengthens our SbUlty to detect fraud and it provides investois widi updated 
quotes. 

At tbe same time, the OTC Bulletin Board is not equivalent to Nasdaq and 
should not be portrayed as such. Tbe staff believes it would be misleading for 
a bndeer-dealer to cbim that an OTC Bulletin Board stock was somehow the 
equivalent of a securiQr quoted on Nasdaq. Because the NASD has the ability 
to address maiket mal^’ misleading statements, tbe staff does not currently 
believe tiut a new Commission regulation qiecifically to prevent maiket 
makers from lefuesenting that die OTC Bulletin Board is equivalent to Nasdaq 
is necessaiy. 

There are, however, odier ways to address potential investor confusion. For 
example, die NASD may propose rhanging the OTC Bulletin Board to allow 
only the securities of rqxnting compames to be quoted on die OTC Bulletin 
Board. Moreover, die NASD may considei requiring that a disclosure 
statement be given to potential investors Indlraiting die differences between die 
OTC Bulletin Board and Nasdaq, inrJiidhig dm foct diat OTC Bulietin Board 
securities do not have to meet listing standards diat are required for securities 
quoted on Nasdaq. We will evaluate diese and any other proposals when they 
are filed. 

6. The House of Hepresentadves Report that accompanied the Petay Stock Reform Act of 
1990 states Ouit ’[t]he fact that die penn) dock market is so susceptible to matdpulation 
makes it very attractive to unsengruious securities professionals who are looking to 
deceive die public. Recent evidence demonstrates that the penny stock industry is now 
fraught with rqiettt offenders of state and federal securities laws and other felons . . . 
tffor exangrle, [a] NASAA report noted that 83 percent of the major penny stock 
aforcemau cases examined in preparation ofthe report contained names of one or 
more individuals with a background of securities law violations. " Recent reports 
appearing in Qf New York Times arid Uts. VaR Street Journal note that die problem of 
repeat offenders or "rogue brokers" participating In micro-cap scams remains a real 
one. 
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A. Does the Commission agree? 

The staff believes diat there is a problem of repeat offenders or ’rogue brokers’ 
participating in micio cq> scams. The Commission’s examiners and enforcement 
staff frequently identify new sales practice abuses by brokers whose disciplinary 
records already include Commissioir, SRO. and state actions as well as numerous 
arbitration cases. This was the focus of an examination sweep of 179 branch 
offices of 101 broker-dealers that was conducted in 1995 by the staffs of the 
Commission, NASD, NYSE, and state regulators. The March 1996 rqxrrt on 
that sweep, entitled ’Joint Regulatory Sales Practice Sweep: A Review of the 
Sales Practice Activities of Selected Registered Representatives and the Hiring, 
Retention, and Supervisory Practices of the Brokerage Firms En^loying Them’ 
(’Sales Practice Sweep R^rt’), found that broker-dealer firms are willing to 
employ registered rqiresentatives witii a history of disciplinary actions or 
customer complaints. 

A munber of recommendations were made to combat this problem, including 
requiring more stringent hiring procedures and qtecial supervision of registered 
representatives with a discqilinah' history. In addition, the Commission and the 
SROs agreed to focus more attention on siqtervision and coid-calling during 
examinations. The Commission and other securities regulators are dedicated in 
their efforts to stop not only tim problem registered rqnesentatives, but also the 
brokerage firms that employ them. Significant examination resources are 
committed to reviewing the activities of problem brokers and broker-dealers with 
higfr numbers of problem sales personnel. In addition, the Commission's staff is 
coordinating its examinations with tire SROs to try to cover more ground and 
stretch each of our resources a little frrther. 

B. If ’recidivist' brokers are stUl in the system, where did the 1990 Act fail short? 
In other words, what additional steps should be taken to reduce the problem of 
repeat offenders? 

The Coimnission’s staff and SROs are considering the ways to discourage 
broker-dealers from enqtloying individuals with a history of disciplinary actions 
and customer complaints. Following iq> on the recent Joint Regulatory Sales 
Practice Sweep, Commission examiners are focusing on the activities of problem 
registered representatives who contitrue to receive customer complaints or are 
employed by firms suspected of exercising inadequate supervision. It is also 
important that the penalties against individuals who engage in securities scarrrs be 
sufficient to effectively deter firhire violative conduct. The Cottunrssion is doing 
tiiis through, among otiier things, more aggressive enforcement of the securities 
laws and increased penalties for serious deficiencies in supervision, strengthening 
rules relating to sales practices in micro cap securities, and targeting 
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examiDatioiis of bndcn-dealen that tppar to engage in micro cap baud and 
sales practice abuses. 

7. Another o^peer of the same problem is vAiat the 1990 House Seport terms the ’cloning ’ 
cfpeno) aock firms wherHrf "fijarge penny stock brokerage fims become training 
grounds for a new generation of promoters who then set iq> hundreds cfiderttical 
operations. ' The report asserts, '[u]nder current taw, it is not difficult for a firm, once 
dud down, to emerge once again or even to muitiifiy. ' 

A. Is the Securities and Exchange Commission still gra^Ung with the problem rff 
cbmingf Vfhat new tools — new rules or regulations — If any, does the 
Commission need to prevent 'cloning'? 

Tbe Commission’s staff continues to be concerned about tbe problem of 
'cloning.'' Shutting down a brokerage firm for its fiaudulent practices does not 
guarantee tbat individuals associated with that firm would not commit baud 
under a different cmporate name or entity. Therefore, we have aggressively 
pursued enforcement actions against not only die brokerage firms but also those 
individuals associated with die firms who are reqioosible for or participate in 
unlawbd activities. In this regard, die Commission has relied on its broad 
sanction audiotiQr - most reoendy eiqianded by the Prany Stock Reform Act of 
1990 - to bar in^viduals bom being associated with a hndcetage firm or 
otherwise bom participating in penny stock offerings. In addition to bars, the 
Commission has imptned on individuals monelaty penalties and orders requiring 
disgorgement to delm and prevent future misdeeds. At diis tfane, die staff does 
not believe that additional tools to conibat the problem of cloning are necessary. 

B. Does the Comnussion have an opinion as to the merits qf extending the 
Commission’s reach to promoters afrtdcrrhcap slocks that fall outside the $5 
penny stodt dtfinidon? Would the Commission siqtport such an extension? 

The staff is reviewing the possibiliQr of modifying the currem exclusion bom the 
penny stock rules for securities priced at $S or more pursuant to our existing 
statutory nrthorily. 

8. Pursuant to the 1990 Penny Stock R^brm Act, the Commission adopted rules requiring 
brokers to give customers specffic infimnation before the sale about the market for penny 
stoda md the broker's compensation. 

A. Please desaibe the kind cf irffomuttion that must be disclosed in the penny stock 
context. 


The penny stock rules require broker-dealers to detetmine tbe customer's 
suitabilify to invest in pemry stocks, bssed on die customer's financial shuadon. 
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expdieiKe, and inveatment otgectivea before the ttimartion is executed, except 
in the case of established customers. After making diia detennination, the 
bndter-dealer must send a written s tatem e nt to the customer disclosing the basis - 
for the suitability detenninatkin. The broker-deiler may not execute the pem^ 
stodc transaction unto die customer letums a signed copy of tbe suitability 
delennination. Braker-dealeis must also provide customen with specific 
tadbnnatkm prior to effectmg a transaction in penqy stocks. This disdosure 
indudes a standardiaed document (Schedule ISO) that advises investors of the 
risks of invoting in pem^ stocks, the btoker-de^'s duties, the customer’s 
rights and remedies in cases of ftaud, and {dione numben that investors may call 
for information on tbe disciplinaty history of broker-dealers and their associated 
persons. 

In addith^ before executing a penny stodt transaction, a broker-dealer must 
provide the customer widi information regarding current quotations for tbe 
security and tbe compensatioa paid to die broker-dealer a^ its saleqiersons in 
conneclioo with the traosactioiL This information must be given to the customer 
twice, first before the trade, dien by written omfitmation after tbe trade. A 
InOker-dealer diat has effected a peony stock transaction widi a customer must 
send monthly accoum statements to tbe customer that state either the market 
value of die customer’s pem^ stocks or that there is insufiicient infcnmatka to 
determine die securities’ market value. 


B. Haw does the Comndssion monitor conpUance with this ruie to gauge its 
etficacy? 


The Commisskm’s Office of Compliance Inspections and Examinations ('OCIE') 
regulariy reviews bndcer-dealers’ practices involving die sales of low-priced 
securities, including penny slocks, in connection with its broker-dealec 
examinatkm program. S^ous violations of federal securities laws are referred 
to Commission enforcement staff or SROs for further investigation. Less serious 
offenses ate handled duough deficiency letters requiring the bndcer-dealeT to 
remedy idesnified deficiencies or probkms. If a trend in compliance problems is 
found, OCIE brings die mailer to die attention of examiners around the country 
for a more concerted review dirou^iout the examination program. In addition, 
OCIE oversees the examination and enforcement programs of the SROs to 
evaluate their effectiveness at finding and resolving conqiiiance problems. 

C. Arguments against rules such as these are either that the broker conveys the 
infotmadon after the sate, so die Investor never really considers It prior to 
committing, or, the broker gives It out prior to the sale, the broker down plays 
its significance with a line like "hey. It’s a fast changing markeplace, what's in 
a piece of piper is only so usgfld, ’ thereby pressuring a mvuaerion. And, 
moreover, the broker has created a record for herself because she can point to 
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the fimUut she biiriedtlie customer wlAp<9?a-. Do these argumems have ary 
mattl What peneatafe tff Oie Commis^'s micnH:^ proseaiilors are 
preheate d on JhOures to tBsdose Ae hlai of b^omaOea the mte[s} re^dreO? 

Tbe peoiqr Mock niles weie idopMd tpedficaUy to imiiede die nw of 
pnmie ealee tactic* anil to provide invcitoa with diidowfe* about the riik* of 
invegiag ia penny stock*, *» well is Ibe c tmp e nulion tte broket would receive 
ic connectioo with tbe ptopoaed petay itoCk tcmiactioB. A* diecuned above, 
tbe rales requite wiioea discloaum about the liaks of inveadiv ia pemy Mock* 
dudraastbeaiadesiiectoai^tiaaiaGtioiiiopamyitDcla. fa adtUthai. die 
nika require dm die castooiet lecdve ftadier dbclosaiet after dK tnuinaioii 
has been effected, on the tnnsacdon conSmmion. Moreover, die brcdcer may 
not effect die ttaasacdon uadi tbe customer has retunied a signed copy of 
SdaeAiie 15G to die toofoar. niepossBdity dm a teidizr may minimize die 
risks of investing in penry stocks in his or her oca] disclosures to die customer is 
intended to be counteracted by die written disclosuies made to die cusdnner by 
Scbeduie 150. The castoner will have die onxahauty to read and ataadaira die 
disdonres made in the Schedule 150 after aqy sales ptessute has subsided. Tbe 
obligation dm die customer return a signed copy of Schedule ISO before the 
transaction can be executed, combined with the risk diaclosuies ccmtained in die 
Sdiedide, shouU dearly ccnv^ to die cushmcr die importance of die 
disdosures and die d^^ of ridt involved in penny stock transactions. Of 
course, rules canoot require customers to read the mandated disdosures, even 
when tt is fci diesc best interest to do so. 

Most of the micto oqi fland enft n oe m ent actions brought by the Commission are 
not predkaied on a fiulure to diadose die of information dm die penny 
stodc rule* require, bid ianead are bmed qxm vhriationi die gmmxl ami- 
fiaud pioviiimis. Mary td die micto C9 band securities hade at a {nice greater 
dian IS pa share and, das, ate not covered by die pomy stock inks. 

D. audmum Levitt's sutemauiates Oat ’ft^Camdttbn today sees more fttaut 

in mostly UnverprlcedNasdaq-Ustedsecurmes and insecurities valued at tS or 
man." WtyisdutT Should the perry stoth rules be mtdieted t^mrdsf 

The pemqr stock rules are some of die most effective tools die Commission has 
to combat fraud and m a nip u l a t ion fat secu ri ties covered by these ralca. The 
pony stock rutes, howeva, were (tefted to apply mi|y to securitks dm aeea 
certain crftetia - most notab^, secatitks dm ate priced below $S pet share ant 
dm do not trade on a national secutitks exchange w through Nasdaq. The 
limitadaos were dedgaed to avoid hi^asiiig burdens ca h^dame small 
bt aines a a . In addidon, dm $5 diradiidd wiu inSeaded to cova kiw-^ced 
smda for which a small abtohim increase in price produca a high percentage 
^ and hence ate patdculariy attractive to investors. Some braka-dealcis. 
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howevn, bave avoided the penny stock rales by limitmg their activities to 
securities priced at above die $S dnesbold or qualifying for other exertions 
horn the rules. The result is dut certain fraudulent and inanipuUdve schemes, 
once prevalent in very low-priced securities, have migrated to securities outside 
of the scope of the penny stock rales. 

The Commission’s staff presendy is reviewing the scope of the petmy stock rales 
to find ways to mote effectively combat die abusive schemes that have occurred 
since die rules' adoption. One possibiliQr is to raise the $5 threshold for 
securities excqited from the pemqr stock d^nithm. In evaluating this and 
several other aptkmt, we must be certain diat any changes diat the Commission 
makes will be effeedve in cuthing abuses, but will not i n t e rfere with the ability 
of legitimate smaller issuers to raise oqiM and compete with mote established 
conqnnies. 

9. Wua is the surveUtance ^rategy developed by the Commission to prevent fraud on the 
Interna? Hew does it work? 

The Commission's strategy to prevem fraud on the Internet is two-pronged: first, staff 
from die Division of Enfrncement actively polices die Internet; and second, users of the 
Internet assist the Commission by self-policing and repotting questionable activity to the 
Division of Enforcement. 

The Division of Enforcement maintains a ’CyberfritGe'' comprised of 60 or so staff 
members, each of whom "sutfr the Web* for several hours each week. The staff 
monitors the Internet, eqiecially die World Wide Wrii and message areas such as 
newsgroups and bulletin boards. The staff uses commercial on-line access accounts, the 
latest browsing software fin viewing the Intmiet, and Pentium processors to conduct 
surveillance. 

Second, die Commission has established an SEC Enfincement Conqilaim Centra on its 
Website which receives S0-7S messages daily fimn users of the Internet Imernet 
fraudsters fece a double-edged sword: they want the investor to find dieir materials and 
be able to contact them widi ease, but they also want to stay hidden feom federal 
authorities. Thus, the combined efforts of the Enfincement staff and of Internet users 
woric to toot out fraudulent securities activities being conducted on-line. 

10. Has this survaiiance strategy been effective? 

Yes. This nirveillanee strategy has resulted in the conunencemeiit of numerous 
investigations and a number of significam cases. The Commission has been bringuig an 
increasing munbra of enfincement actions that involve fraudulent offerings on the 
Internet. These enforcement actions are not imlibB those employing mcne conventional 
means of co mmunic ation and include: prime bank investments offering staggering 
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retuins; invedment oppoitunitKS in eel {ums; gold mine scbemes; and (qipoitunities in 
'coconut chip* enteipiites. 

■II. to extern is the Internet used for te^timate securities transactions tyhonea market 
participants? 

Theie ate hnndrndii of bndoer-dealeis that have hmne pages on die Work] Wide Wd>. 
Most of these ate just infbnnational; they provide infonnadon about die bndcer-dealer, 
mailcet information, and other general investing information. Over two dozen broker- 
dealers have set tqi interactive systems diat permit the broker-dealers' customers to 
access dieir account information and transmh orders to buy or sell securities via the 
Internet These systems are popular with inlvestors because they are generally much less 
eiqiensive than ttadidonal brokenge accounts, and account information and the abili^ to 
enter orders is available 24 hours a day. Investors also report that they feel more in 
control of their investments when they use these systems. Internet trading typically 
involves a broker-dealer receiving e-mail femn a custraner containing the name of a 
security, whether it is to be bought or sold, the quantity, and whether the order is a 
market or limit order. The e-mail is chedmd electronically against the customer’s 
account and, barring a discrepancy, is routed from the broker-dealer to the impropriate 
exchange or market maker for execution. After the order is executed, die customer 
receives an e-mail message confirming the order, and the customer’s account is ofteri 
updated on-line. 

At tiiis point, Internet trading facilities are sinmly order-routing systems, radier dian 
alternative trading systems with iniTn«tiiii»! execution. The Commission is aware of 
plans for broker-dealers to create alternative trading systems for retail customers, and 
the Commission supports die development of more trading importunities for retail 
investors. However, we are keeping a watchful eye cm these developments to make 
sure diat these systems have adequate investor protection safeguards. 

The anti-fraud provisions of the federal securities laws apply to securities transactions, 
sdiether they occur through the Internet, on an exchange floor, or over die telephone. 
The Comm^on is mindful of a number of issues relating to trading through the 
Internet For example, investors’ private financial data must be secure. In addition, 
any computer system designed to trade securities must have the conchy to handle 
demand. 

12. There has been considerabie press about the danise ofA.R. Baron - a firm that was 
indicted in May 1997 by a New York State grand Jury for defrauding investors of $75 
mtilion — and the fact that Bear Steams processed trades for A.R. Baron, as a clearing 
firm. The Subcommittee understands that the New York Stock Exchange has adopted 
rules requiring clearing firms to ncxify introducing brokers dbout avaiUdrle supervisory 
and compiumce reports conqnied by the clearing firms that could show irregularities on 
tile part of introducing brokers ~ such as excessive commissions or churning. 
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A. Does the Conumssion a^ort these r^brms? 

B. If so, whai does the Commission expect them to go into effect? 

C. Does the Commission encourage all SROs - like the NASD - to ado/n andlar 
rates? 

The Commusioii's itaff is encouraged by the SROs’ prompt response after 
Chairman Levitt wrote to die NYSE and the NASD expressing bis concerns 
about the abusive activities of some introducing brokers. The NYSE proposal 
hu been published in the Federal Register and the NASD proposal is expected 
to be ready for publicadon shortly. It is worth noting thgt, hi addition to 
requiring clearing firms to make available compliance and sqiervisory rqiotts to 
introducing broken, each of the rale proposals also will require that customer 
co mpl a in ts regarding an inttoduchig firm that ate received by a clearing firm be 
forwarded by die clearing firm to both the iixtoducing firm and the introducing 
firm's SRO. In accordance with the Commisskm’s SRO ralemaking procedures, 
once the Division of Market Regulation corrqiletes its initial review, an SRO 
proposed rule change is published in the Fed^ Resister . where interested 
persons are irtvited to comment on them. Afin the comment period has closed 
and the Division staff has had a full opportunity to review the SRO proposals in 
light of arqr public comments received, the Ctnnnission is then in a posidon to 
approve or disapprove the proposed rule change. 

In addition, the Commission’s staff is working with the industry to determine 
ways that cleating bndrets can help minimite harm to investors without imposing 
an undue burden on clearing Inokers. 

13. In March 1996, a working groig) of the NASD, the New York Stock Exchange, the North 
American Securities Administrators Association and the SEC issued a joint report 
entitled 'Joint Regulatory Sales Practice Sweep; A fRJeview of the Sales Practice 
Activities of Selected Registered Rqrreserttatives and the Hiring, Retention, and 
Supervisory Practices of the Brokerage Firms Employing Them'. As its title suggests, 
the report recorded the results of the hiring and recruiting practices of over 100 small 
and medium site brokerage firms, by making '^recyic recommendations aimed at 
improving brokerage firms' thereby creating 'inprovements in the prevention and 
detection of sales practice abuses. ' Among the recommendations of the rqrort are tying 
branch manager compatsation to the manager's effective supernsim <f registered 
rqrresentatives, more stringent hiring procedures with greater scrutiny into the kinds of 
securities sold by the applicant while with a previous firm. 
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A. What is the current status cf these recommendations? Is there a formal process 
by whkdi they are b^g implemented? What kind offbUow-up is being done? 

Shortly after the Sales Practice Sweep Report was issued, die NASD and the 
NYSE a joint memorandum (dated April 15, 1997) to their respective 
discutting die importaiice of the r^>OTt*8 findings and 
f »»mnfnefwtgtif> n)g The metn or*"duni also provided guidance to dieir nmnbers 
in enhancing dieir supervisory systems. As such, it sent a clear message to die 
industry of die SROs* position with respect to broker-dealers* si^pervisory 
obligations. In addition, die Commission’s staff and SROs contiiiie to urge 
finna to adopt die lecommendatioDS and have inoeased their examination focus 
on the problem areas cited in die Sales Practice Sweq> Report. 

B. In the year and a half since this rq>ort was issued, can the Commission offer an 
opinion as to whedter the report’s "^fecific recommendations'' htofe, in fact, 
''result[ed] in improvements in the prevention and detection of sales practice 
abuses"? What more needs to be done? 

It would be difficult to quantify or direcdy relate inqilemeiitation of die 
K!Cft mfn«»nHafintifi to teduced sales practice abuses. However, die staff continues 
to review firms’ hiring and siqmrvisicm procedures in cases where sales practice 
violations are suqiected. The Commission’s staff also has adoed SROs and 
encouraged state regulators to include this review in tibeir examinations. 

The Sales Pracdoe Sweep Report was successfiil in raising the industry’s 
awareness of films* obligation to supervise brokers with problematic 
backgrounds more closely. Reinforcing the princqilc that firms have an 
obligation to heighten their siqiervision over brokm whose backgrounds give 
”red flags” of die likeliho od of contiiBiing problems, die NYSE recmidy levied a 
$250,000 fine against one of its member firms for, among other deficiencies, 
failing to monitor and subject registered representatives with custmner 
con^laints and/or disc^linary histories to a program of enhanced si^rvision. 

Chairman Levitt's statement indicates that die Commission's stiff is stuffing how to 
amend rule 15c2-ll ~ the rule designed to prevent the publication cf stock quotations 
on the ore [BJulletin (BJoard and pink sheets that may be used in fraudulent schemes. 
As the statement notes, that rule requires a broker - l^ore publishing the initial 
quotation for a particular stodt or ffter a trading halt - to review the issuer's most 
recent balance sheet, profit and loss statements and to examine whether there is any 
relarionshqr between the broker-dealer and company insiders. 
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A. How is this rule er^rc^? 

Both ttie Comminkm and die NASD have programs and procedures to ascertain 
market makers' compliance with Rule 15c2>n. Unda both Rule 15c2>U and 
NASD Marketplace Rule 6740, maricet makers must submit die information 
^lecifled in Rule 15c2-ll to the NASD at least three business days prior to 
initiating or resuming a quotation for a security on eidier the OTC Bulletin 
Board or die Pink Sheets. Market makers must also submit Fom 2*11 to the 
NASD in which diey must specify the basis and factors considered by die market 
maker in establishing its initial entry before such entry may be published. The 
NASD conducts a review of the Rule lSc2-ll information sulnnitmd prior to 
permitting the quotation to be publitiied. In addition h> the NASD’s oversight 
prior to die initiation or resunqition of a quotation, the Commission and NASD 
review the mari^ malmr's Rule 15c2-ll files in the course of their examinations 
to verify compliance with the rule. The Commission and NASD have brought 
oiforcement and disciplinary cases against maricet makers for violations of this 
rule. 

B. What possible amendment does the Commission envision? 

The Commission’s staff is woriung on amendments to Rule lSc2-ll that would 
increase die information that marit^ mal^rs must review before initiaring quotes 
for non-Nasdaq QIC securities. Graerally, the amendme nts we are considering 
would expand die rule to cover all maricet makers that initiate quotes in non- 
Nasdaq OTC securities and would require die maritet makers publishing priced 
quotations to review die information annuall y 

25. In conducting investigations of suspected rogue brokers and firms where the NAS[>-R 
and States are conducting pantllel investigtdions, what are the specific mechanisms by 
which the three enforcement interests coordinate their fact-finding? 

The Ounmission's staff, including the r^onal office staff, coordinates on an informal 
basis with the NASD and the states. R^resentatives of the various regulators meet on 
a regular basis to discuss die division of investigative responsibility. To date, this 
practice of informal coordination and cooperation has served the various enforcement 
imerests well. 

A. Do any or all of tite three entities currently have the authority/ability to share 
discovery, including documents and deposition transcripts? If not, would the 
Commission favor legislation allowing disclosure? What would be the 
parameters of this kind of legislation ? 

There are adequate mechanisms through which the Commission, SROs and state 
regulators may obtain information ftom one another. Specifically, the 
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Commission's Rules Relating to Investigations pennit members of the 
Commission's staff to engage in discussions with various entities, inctuding other 
governmental entities and SROs about nonpublk investigations. Requests for 
access to the Commission's files also can be made. The states typically have 
similar mechanisms which provide access by the Commission arid SROs to 
information. The SROs ate required by law to keep records and provide such 
records to the Commission i^on request. The Commission's staff meets 
regularly with state r^ulatots and SROs. Good working relationships have 
developed as a result of these meetings so that the sharing of information is 
easily and routinely facilitated. Thus, legislation is not requited. 
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Siy p l awt i l Qdm H o m flir the Beeard rf 
RattUnc ROnorlly Mcndicr John Gkmi and 
Ropootes of (he Staff of the SecnrUea 

aw»A BxdUllge fV— wwififfri 


1. with reaped to micro ctpfiwid, please provide figures for eadi year cf the paa Jive 
years on die number cf actions, disc^Unary proceedings and Investigations initiated 
by die SEC against: 

A. Individuals; and 

B. Firms. 

The table below sets fordi tbe total number of enforcement actions iniitifiih-rf in 
each of foe last five years, and the numbn of those cases foat related primarily 
to broker-dealer fraud against customers and broker-dealer failures to supervise 
(foe number of defendants or respondents is in parentheses). While foe 
Commission does not keep statistics on broker-dealer miao cap fraud, mai^ 
of the enforcement actions included in these numbers involved fiaudulent 
activity in foe mioo cq> market. 



Broker-Dealer 

Fraud against 

Failure to 

YEAR 

Bnf. AcriniK 

Customers 

Supervise 

FY1996 

453 (981) 

61 (120) 

17 (22) 

FY 1995 

486 (1072) 

67 (110) 

9 (9) 

FY1994 

497 (1127) 

57 (80) 

8(15) 

FY1993 

416 (887) 

48 (60) 

5 (8) 

FY 1992 

394 (859) 

41 (53) 

6 (9) 


The data should include, but not be limited to: 

i. Matters Under Investigation QdVIs) thatwere lyiened by the Division of 
Erfirrcement (also iruBcate how many of those MUIs were closed with 
no action); 

The table below sets forth foe total number of MUIs opened over tbe 
past five years. Tbe Commission does not keqi statistics on the 
number of MUIs closed without ai^ action. As a matter of 
Commission policy, all MUIs should be closed once the investigation 
becomes fomud or once tbe staff devotes a certain number of hours to 
foe investigation. 
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YEAR 


FY1»7 

1301 

FIT 1996 

1409 

FY 1995 

1337 

FY1994 

1501 

FY 19» 

1388 

Fraud inveaigatioas; 


The table below sets forth die percentage of investigations pending at 
dm end of eadi fiscal year diat w«e classified as indicated. Note diat 
each inyesdgatiQn may Imve nml#fo da^&atkRS. 

YEAR 

FRAUD OFFER/SALEn>VItCHASE 

FY1997 

72* 

FY1996 

75* 

FY im 

74% 

FY1994 

70* 

FY 1993 

67* 

nading st^ieiwems ismed iy the (also biMade how misty tmes 

have involved staff recommendations for trading suspensions that 
management (Assisustt Director and higher) have not forwarded to die 
Commissitm, and iden^ tho^ cases; 


The table below sets forth the number of trading suqwnsions issued in 
each of die last five fiscal years. He Divmon of Enforconent does 
not keep statistics on lecommeodafions not forwarded to die 
Commission. Note, however, diat trading sui^ieiisions typically are 
warranted and sulmiitted to dm Cnmnissiim for appoval wtmn there is 
inadequate or inaccurate public information available iqxm which an 
investor could make an investmmit decision or. in a few instances, 
where die trading acdv^ m8k» no economic sense. 


HSdfi 

ISSUED 

FY 1997 

13 

FY 1996 

8 

FY1995 

5 

FY 1994 

1 

FY 1993 

8 


2 



453 


tv. Fines Q)leaseldent^ how mea^(^ the fines were tile only disciplinary 
action and how many were combined with otiier dlscipUnaiy actions); 

The amount of di ago rgement and penalties oidered in each fiscal year is 
listed below. In most instances, disgotgement and/or penalties were 
oidaed in addition to hjunctive relief or administrative censure, 
suspension, or bar. In some nistances, die payment of disgotgement 
pursuant to a court order was waived based upon the defendant's 
demonstrated inabili^ to pay. Courts also have noted, in some cases, 
diat civil penalties were appro p r iate but were not mqxised because of a 
demonstrated inabili^ to pay. 


YEAR 

Disiorgtmtn 

Penalties 

FY 1996 

$325 million* 

$67 million 

FY 1995 

$994 million* 

$34 million 

FY 1994 

$730 million* 

$34 million 

FY 1993 

$225 million 

$29 million 

FY 1992 

$558 million 

$221 million 


Disgorgement figures for fiscal years 1994 - 1996 include disgorgement paid by 
Ptudendal Securities for its firauduient practices in connection with tbe sales of 
partnerships. Specifically, Prudential paid $330 million in disgotgement in 1994, 
$361 million in 1993 and $46 million 1996. 

V. The number of content actions brought by the to erfirrce its own 
ir^unctions; 

The table below sets forth die nuniber of civil contend actions filed. 
The nuniber of defendants in these actions is noted in parentheses. 

miK CMl Cotaenwt Actions Filed 

FY 1996 32 (47) 

FY 1995 23 (55) 

FY 1994 33 (89) 

FY 1993 15 (27) 

FY 1992 11 (33) 

vi. The number of cases referred to the Dqrartment <tf Justice, state or 
local autiiorities firr criminal action (please detail how many criminal 
prosecutions there have been ^lecficalfy far manipulation cf micro-cap 
stodcs, fraud involving a micro-ct^ stock, broker bribes and money 
laundering involving securities fraud); and 
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vii. the number of cases r^erred to the Dqmrtment of Justice, state or focal 
authorities for civil action. 

In lieu of making formal referrals recommending tliat oilier agencies 
commence civil or c riminal prosecution, die Commission has developed 
a practice of providing other agencies, on an informal, woildng basis, 
with information conceming cases, and granting access to case files to 
agencies iqion their request This ongoing process of access grants has 
virtually come to replace formal referrals. 

The table below sets forth statistics relating to the number of grants of 
access to our files that were made to criminal authorities over the past 
five years. While the Commission does not maintain statistics on the 
precise numb er of civii access grants made over the past five years, the 
staff estimates that the Commission granted access to its files to 
authorities pursuing civil investigations and prosecutions approximately 
300 times each year over the past five years. 

YEAR Criminal Access Grants 

FY 1996 229 

FY 1995 285 

FY 1994 451 

FY 1993 205 

FY 1992 280 

2. With respect to the Enforcement Division's Market Surveillance Unit, for each year of 
the past five years: 

A. How many cases has the unit generated on its own? 

Although the Division of Enforcement’s Office of Mailret Surveillance 
("OMS") frequently detects trading situations which it refers for investigation 
and which ultimately result in enforcement actions, the OMS does not keep 
statistical dam on these trading situations. Members of the staff of the OMS 
monitor all announced merger and acquisition activity and material changes in 
price movements in equity securities and are in daily contact witii the various 
marketplaces to discuss s^ situations and, where warranted, to ensure that 
mark^ data pertaining to a particular matter is directed to the appropriate 
Commission office on a timely basis for investigation. Responsibility for real- 
time, on-line surveillance of domestic markets rests with the SROs tW 
supervise each nuuket. The OMS is the primary liaison for the market 
surveillance units of the various domestic maikeqilaces with respect to 
potential violative trading situations. 
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B. Haw mm^ cases that came out cf the Maiiiet Surveillance Unit were cases that 

were r^aralsfiom Bte NASD, the Exdumges or the states? 

The fbUowing table sets foidi the taanber aS tefenals to the Commission from 
die SROs that ytere made over each of the last five years. 


PY93 

FY94 

FY95 

FY96 

PY97 

NYSE 

52 

44 

41 

47 

83 

AMEX 

23 

IS 

35 

32 

24 

NASD 

66 

85 

120 

117 

136 

CBOE 

24 

31 

34 

48 

31 

PACX 

5 

11 

11 

24 

29 

PHLX 

6 

3 

4 

6 

3 

BSEX 

1 

2 

0 

1 

2 

TOTAL 

177 

191 

245 

275 

308 


3. Should Congress extend the Dqutrtment injustice’s authority to give it concurrent 

Jurisdiction witii the SEC over dvil a^trcement, so tiutt it, too, can bring chil actions 
in this area? 

ffnot, wity not? 

The most effective response to recidivist micro csq> brokers is jail time. Thus, die 
Dqnitment of Justice plays a critical role in establishing a strong criminal 
enforcement deterrent to miao cap fiend. The Commission has redoubled its efforts 
to cooperate with and assist die Department of Justice in bringing more cr iminal 
actions against hardened securities law violatms. 

Given the importance of a strong criminal enf or cement program, the Commission 
believes it is preferable for die Department of Justice and die U.S. Attorneys to focus 
on criminal eofiotcemeot of die federal securities laws rather than extending die 
Department’s jurisdiction to civil enfitrcement cases. Moreover, diere ate certain 
advantages to maintaining the Commission’s nde in overseeing all dvil enf o rcement 
actknis. The staff’s expertise permits the Commission to more efficiently handle 
complex securities cases and to shqie the developtnent of law in this area. In 
addidon, the Commission is currendy audurized to bring administrative proceedings 
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as well as civil actions in federal district court. In deciding the proper forum to bring 
a case, tiie Commission considns several factors — the severity of the conduct, the 
etqtettise of the decision-maker, the estimated lengtii of time to teach a hearing, and 
tile involvement of unregulated persons or entities in tiie conduct. The Department of 
Justice cannot ai^iear in Commission administrative proceedings; thus, it would not 
have the same flexibility as the Commission in choosing the appropriate forum and 
remedies in civil enforcement actions. 

4. Should the national regulatory agencies work more closely with the Department of 
Justice and state and local authorities to refer more of its cases for criminal action? 

If not, why? 

If so, what is being done to achieve that and what is the timetable for implementing 
those efforts? 

Criminal sanctions are more likely to deter illegal conduct than are civil sanctions. 
Thus, it is always useful for an agency to refer criminal activity to criminal 
authorities. Currently, the SROs and state and local authorities work closely with the 
criminal authorities where iqipropriate to do so. For example, in October 1996, the 
U.S. Attorney for the Southern District of New Yoric, the Commission and the NASD 
announced duuges that resulted from a year-long coordinated undercover operation 
that focused on undisclosed kickbacks paid to brokers to induce them to sell stock to 
customers. The Cotmnission’s staff believes the informal coordination that regularly 
occurs between the various regulators and criminal authorities has been, and will 
continue to be, effective in addressing cr iminal activity in the securities markets, 
including c riminal activity in the micro cap market. 

5. How does the SEC’s Division of Ettforcement select its cases for investigation and 
prosecution? 

Conunission investigations derive &om a munber of sources, including: examinations 
of filmgs made with the Commission; broker-dealer, investment comparqr, and 
investment adviser inspections conducted by the Commission’s staff and SROs; 
market surveillance conducted by the Commission’s staff and SROs; complaints from 
monbers of the public; the news media; referrals from other governmental agencies; 
and from other investigations. 

6. How long does the SEC maintain data concerning MUIs in its computer system? 

When the Commission commenced ctm^Nilerized tracking of data concerning MUIs, 
the information was maintained in the system for two years. Since 1988, however, 
the Commission has maintained corrqmterized data concerning MUIs on an indefinite 
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basis in the Mnift maniiftr that it maintaime such ififnrfnarinn concerning itS 
investigati<His. 

7. What impediments are there to the use of trading su^tensions by the SEC? 

The Commission has the authority to suqiend trading in a security. Section 12(lc) of 
the Securities and Exchange Act (die 'Exchange Act') provides that a trading 
suqieiision order may be entered if, in die Commission’s opinion, 'die public interest 
and the protecdon of investors so require.' The Commission has intyosed a trading 
suspension based on, lor exanqile, suspicious trading activities suggesting stock 
manipulation or a significant concern that there is inadequate or inaccurate public 
information about the issuer. The Commission’s exercise of its trading suspension 
authority has not been challenged, with the excqition of one case. Under SEC v. 
Sloan , the Commission cannot impose consecutive trading suspensions for the same 
security unless there are new developments giving independent grounds for the 
suspension.' 

The Commission has effectively utilized its trading suspension powers to protect 
investors and to maintain the integrity of the trading markets. At the same time, it 
fully appreciates the emergency nature of the suspension order and has attempted to 
utilize its authority judiciously, taking into consideration ai^ significant collateral 
impacts of such an order. One such consideration is the effect of a trading suspension 
on existing shareholders. 

8. With respect to micro cap ftaud, are there matters under investigation by the SEC that 
either do not reach the level cf formal investigation or do reach that level, but do not 
result in SEC action became the Commission does not have the resources to deal with 
them? 

A. If so, does the SEC have a practice cf referring the matters to either the NASD 
or to a state so that they can consider taidng action? 

B. If the SEC has no such practice, should it have one? 

C. If so, should the SEC have a policy cf fallowing up with the NASD and the 
states on a regular basis to inqidre as to the status of those referrals? 

Like other law enforcement agencies, the Commission’s resources are finite, 
and the staff is constantly evaluating and reevaluating the best use of its 
resources. Cases ate developed, and staff is assigned, based on management’s 
views of the constantly changing enforcement needs and priorities. For 
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example, in recent years a large number of staff members in the Los Angeles 
Regional Office were assigned to investigatioDS relating to the Orange County 
matter, and a large number of Home Office staff were assigned to the 
investigation vdiidi led to the Commission's report on the NASD. 

The Commission coordinates enforcement efforts with the SROs and criminal 
and state auttiotities to maximize enforcement efforts. The Commission 
provides these other reguiatory entities with information concerning possible 
violative activities when appropriate and receives leads and information from 
these odier entities in the same way. Leads we receive or develop would be 
passed along on an informal basis; infomuition on investigations we have 
opened would be shared through the Commission's access program, discussed 
above. The information provided is, of course, of varied value and quality, 
and Commission and otha agencies do not seek status reports on resuits. 

9. Is invesagcotve testimony taken by the Division of Enforcement sworn testimony? 

Yes. Testimony given in connection with a formal investigation is sworn testimony. 

10. For each of the past five years, how many cases has the SEC r^erred to the 
Department qf Justice for perjury? 

Although the Commission does not maintain statistics on how many peijury cases 
have been referred each year for the past five years, at least twenty such cases were 
referred to the Dq>attment of Justice in fiscal year 1997. 

11. How much duplication of investigative effort is there between the SEC and the NASD? 

From time to time, there is some duplication of investigative effort because the 
jurisdiction of the Commission and NASD oveidaps. As a matter of practice, the 
Commission coordinates investigative efforts with the NASD to divide 
responsibilities, maximize enforcement efforts, and avoid duplication. 

12. Should the natioruil regulatory agencies put more emphasis on disciplining individual 
brokers and not limit disciplinary actions to firms arid principals? 

If not, why? If so, what is being done and what is the timetable for implementing 
those efforts? 

It is important for the regulatory agencies to strike a balance when disciplining 
individuai brokers aixl firms and principais. For exanqtle, the Commission has an 
aggressive enforcement program that seeks to get and keep "bad’ brokets out of the 
securities industry. Enforcement actions brought by the Commission against broker- 
deaiers have nearly doubled since 1990. Similarly, the Commission and the SROs 
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have bem putting pressure on brokerage firms and siqtervisois to closely monitOT ttw 
activities of brokers, particulaTly those wifii a disc^linaiy histoiy. The number of 
enfotcement actions brought by the Commission against siqiervisOTS and firms has 
more than doubled sinre 1990. 

13. Right now, it appears as if a lot of bad actors - individmls andfims - are let affvnth 
essentialfy mating more than a sltg> on die wrist — atspensions that allow them to 
resutface with another firm, or fines that may be less dum what they bilked from the 
victims. 

Should the regulatory agencies invoke stronger sanctions against wrongdoing by 
brokers and firms? 

If not, why? 

"If so, what is being done to develop stronger sanctions and what is the timetable for 
ingjlementing those sancdons? 

As stated in the response to Question 12 above, the Commission has been aggressive 
in bringing enforcement actions against wrongdoers and has sought tqtprc^riate 
sanctions against them. For exan^le, die Commission has barred individuals from 
the securities industry altogether - and not just fomi associating with broker-dealers. 
The Commission has sought, in addition to civil penalties, disgorgonent fiom the 
wrongdoers, which is generally returned to defrauded investors. In a number of 
recent cases, die Commission also has worked with the criminal audiorities to ensure 
that "bad” brokers are criminally prosecuted as well. 

In the area of failure to supervise, the Commission has recendy tou^iened the 
sancdons against individuals. The Cmnmission now disfrivors setdement offers in 
failure to supervise cases that do not include 'time out' from the securides industry 
for at least some period of dme. 

14. What specific steps does the SEC plan to lake in furtherance cfa "zero tolerance" 
policy for microcep firtud, and what is the timetable for implementing those actions? 

The Commission has a three-part strategy to address fraud in the nucro cap markets. 
The three parts of the strategy are prevendon, enforcement, and regulatory initiadves. 
Obviously, preventing securides fraud is far more effecdve than la^^ifing to punish 
wrong-doers after the fret. The Commission seeks to prevent securides fraud through 
inspecdons of broker-dealers, market and Internet surveillance, the review of forms 
filed widi the NASD by brokers who trade in pentiy stocks to identify offerings that 
may be fraudulent, and investor educadon. The Coitunission’s Division of 
Enforcement works with the criminal authorides to lock up recidivist brokers and 
deter wrongdoers. The Division also coordinates enforcement efforts with state 
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au&orities and othn securities regulators to maximitie resources. Over die last 
several mondis, die Conunisskni's staff faas woriced widi the NYSE and die NASD to 
develop tales tbat address die vulnerabilities in die lower-end s^ment of the mailcet. 
(For a more cooqilete discussion of die legulatoiy initiativet, see our response to 
Supplemental (}uesdons 4 and 8.D. from Cbaitinan Collins and (Juesdon 17 below). 

15. In many instances, states take action to bca- a firm and/or an individual and then those 
actors simply move to antdher state and continue to bUk investors. Often, the national 
regulatory agencies are much slower to take action. 

A. Shmdd diere be some meduinism put in place to ensure that once a bad actor 
is sanctioned by a state, investors across the nation can be protected? Do you 
support the aiggestion made by Mr. Borg, npresenting NASAA, that the SEC 
should interpret Section 3 (a) (39) of the Exchange Act, imposing statutory 
disqualifications, to apply to state actions? 

B. If you believe that the SEC has the discretion to interpret the statute in that 
manner, will you initiate an SEC action to apply such an interpretation? If so, 
when? 

C. If you believe that the SEC does not have the discretion to interpret the statute 
in such a maimer, will you siqrport a change in the Act to codify such an 
interpretation? 

Under tbe current statutory scbeme, the Commission does not have the 
authority to interpret Section 3(a)(39), which defines the scope of the term 
'statutory disqualification,* in the way Mr. Borg has suggested. In particular, 
Mr. Borg recommended that die Commission interpret the term 'appropriate 
regulatory authority,' as used in Section 3(aX39), to include state securides 
regulators. However, die term 'appropriate regulatory authority* is defined in 
Section 3(a)(34) of the Exchange Act and tefos gene^y to die Commission 
and federal baiddng regulators. Tbe legislative history of this section indicates 
that this tenn was irmluded in the Exchange Act to recognize the overliqiping 
responsibilities of die Conunission and the federal banking regulators in certain 
areas of the federal securities laws. 

The Commission's staff acknowledges the need to recognize certain state 
actions as disqualifying events for purposes of the federal securities laws, 
especially given the enhanced regulatory role allocated to the states under tbe 
National Securities Markets Improvement Act of 1996 ('NSMIA').’ 


Among other things, NSMIA shifts to the states the responsibility for regulating 

(continued...) 


10 




461 


Accoidingly, it would be useful to begin discnssioas between die Conunission 
and afquoprialB Members of Congress regarding amendment to die definition 
of 'statutory disqualification' that would indnde bars inqiosed state 
securities regulators. 

16. A lot of attention has been given to the shortamings <if the CRD. You mention it in 
your testinumy. NASD is expected to institute a new system in 1998. However, as 
some dates have pointed out, the revisions have been underway for many years. 

The SEC is the only body that has the authority to put the NASD on a firm timetable. 

Is the SEC prepar^ to issue such a timetable ^ the changes aren’t in place in 1998? 

The Conunission’s staff does not think diat it will be necessary for the Commission to 
establish a timetable for the NASD. First and foremost, tbe NASD is better suited to 
establish a timetable regarding the CRD because they are responsible for its day-to- 
day (^rations, as well as the development of its redesign. Nevertheless, 

Commission staff continues to work closely with die NASD and with NASAA 
regarding technical, program, and policy issues of die CRD system; and the staff will 
continue to monitor the timetable that h^ been set. 

Tbe staff would like to clarify wbat the NASD expects to institute over the next year 
for the CRD. Among other things, key initiatives proposed for 1998 and 1999 
include the Internet, Web-based form ^ing, and the implementation and processing of 
new uniform forms. 

17. In your testimony, you note some of the regulatory changes that have been made to 
facilitate the formation of capital. One such change has been Rule 504 of Reg. D, 
which allows companies to raise up to $1 million per year in seed capital without 
compfying with the registration requirements of the securities laws. 

How much has that contributed to the micro-cap fraud we are seeing today, and might 
it be necessary to scale back the $1 million threshM? 

Rule 504 was revised in 1992. Prior to its revision, if tbe offering was state 
registered, there were no resale restrictions. Rule 504 was revised to eliminate resale 
restrictions, regardless of state registration. 


^(...continued) 

investment advisers with assets under rnanagernem of $25 milli on or less 
(excluding those who are acting as advisers to a registered investment conqiany). 
As a result, states will now be the sole regulators of a large number of investment 
advisers. 
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The stiuctuies that the Co mmis sion has put in place to combat secondary maritet 
fraud i^ly to the resales of securities offered under Rule 504. For example, the 
penny stock rules and Rule lSc2-ll, which requires broker-dealers to have a 
reasonable basis for believing the accuracy of certain required information, apply to 
these resales. 

The Commission’s staff is revisiting Rule 504 to determine whether changes need to 
be made. In this regard, we will consider: (1) whether there should be a federal 
information requirement for these offerings; (2) whether the exemption should be 
conditioned on state registration of the offering; and (3) the resale status of securities 
sold in exempt offerings. 

In reviewing this issue, the staff will be careful to: (1) balance the need of legitimate 
small businesses to raise capital efficiently with the continuing presence of fraud in 
the secotxlary maricets; and (2) not impose federal regulations that uimecessarily 
overlap state regulation of offerings. 

18. In 1992, Congress asked the General Accounting Office to evaluate the regulatory 
actions necessary to reduce penny stock fraud in the wake of enactment of the Penny 
Stock Rffijrm Act of 1990. 

In 1993, the GAO reported the conclusions of both regulators and law enforcement 
officials that penny stock fraud is frequently committed by branch offices of securities 
dealers, rather than merely in main offices. It cited past experience that examinations 
of those branch offices uncover fraud and abuse — fraudulent misrepresentations, 
misuse of customer fund, excessive mark-ups, unregistered broker-dealers selling 
securities, and other abuses. 

Apparently, internal NASD documeras indicated as far back as February, 1989 that 
greater emphasis needed to be placed on examining branch offices. Then, four years 
later, in 1993, the GAO reported that the NASD does not regularly conduct such 
examinations, and specifically recommended that the SEC require the NASD to do so. 

A. Has the SEC followed this recommendation and required the NASD to conduct 
examinations of branch offices? If not, why tuX? 

B. If so, has the SEC informed the NASD of this requirement, and when did it do 
so? What kinds of exanunations does the SEC require, and how regularly are 
they required? 
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C. 'What foUavHip dots the SEC do to ensure that Ote NASD is in faa conducting 

these branch office examinations, that they are meaningfid, and that they are 
conducted regular^? 

Bnnch office examinatioiis are an integral part of an SRO’s examination 
program and are important to uncovering fraud and abuae. To this eixi, the 
staff has continually stressed to dm NASD die inqiottance of conducting 
branch office examinations. The adequacy of the NASD’s branch office 
examination program has been a significant focus of several "»***■ with the 
NASD -in the past few years. 

The NASD currendy conducts broker-dealer branch office examinations as part 
of its examination program in its district offices. In addition, the NASD has 
conducted branch office examinations as a part of the recent joint SRO 
regulatory examination sweeps and the NASD’s own national regulatory 
program. The staff has continually recammended to the NASD that it increase 
the number of brandi examinations conducted. 

To target txanch office examinations for review, the NASD district offices 
generally rely on customer complaints, terminations of registered 
rqnesentathres for cause, and micro cap activity by particular brandies. We 
have emphasised to the NASD that it should etqiand the criteria it uses to 
select branch office examinations to include additknial sales practice-related 
criteria. In this regard, die staff has beoi working widi the SROs to refine 
and develop the criteria diat can best\ie used to select particular branch 
examinations for review. The NASD also is currendy developing an 
automated risk-based examination system diat will enable the NASD as part of 
its examination program to identify firms and branches widi the greatest 
regulatory risks. The staff is closely monitoring the NASD’s efforts and 
progress in implementing this system. ^ 

Finally, to ensure that die NASD is conducting meaningfiil branch office 
examinatioiis, the Commission conducts bodi oversight exsminations of NASD 
examinations snd regular inspections of each of the NASD district offices. A 
review of each NASD district office’s branch examination program is an 
integral part of such inspections. 
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19. What does Congress need to do, then It hat not tdraafy dbme, to ensme Oat the 

problem micrtMiap fitud Is effective controlled? Sjfiecyicaify, a) Is there certain 
^tec^ addhional authority dm needs to be ghm to the SEC aid die SROs and die 
Oates? h) dowe need to extend dte JurlstUcdon die Department cf Justice? and c) 

are time any changes In the securities lam dm would [be] valuable In dds effort? 

In genetd, die Coomiission believes it has broad audiority in its own nilemaldng and 
ovetsi^ of tbe SRCte tt> addtns the mayor areas cd amcem raised 1^ fiaud in dK 
mkro cqi maricet. Nevenbeless, die Commission’s staff welcomes opportunity to 
woric with the Subcmnmitiee (and other appn^riiue committees) to consider whinher 
a^ropriate Ic^ladve changes could be piopt^ to the Commission and Ongress. 

In paiticular, several judicial decisions concerning whether certain Commission 
ronedim are "punitive* haw affecmd die scope of relkf available to the Commission 
in some enforcement cases. This might be one area to ei^lote. 

20. As a result of the abuses of the 1980s dm led to the enactment of the Penny Stock 
P^rm Act of 1990, the ^C set up a petmy stock ’tadcfirrce’tofBatsspeciftcallyon 
penny stock fraud. However, dm taskforce was disbanded and apparetuiy there is no 
longer a group vdthin the SEC dm focuses on penny stock fraud. 

Please describe how the task force was orgaruzed, when it existed, and what it 
cuMeved? 

The Commisaon's ferny Stock Task Fbrw was establUed hi 1988 by that 
Commission Chaitman David Ruder to coordinate the Ctnnmission’s te^ionse to the 
particular problems at thattime. Tbe Task Force sought to increase coordination of 
enfoiconmit effotm with SROs and criminal and state audmrides, consider regulatory 
initiatives, ndieie warranted, and educate investors. As a result, at least in part, of 
the Tad: Frace’s efR»ts. over 300 broker-deaim oigaged in ftauihilent ^vides 
were closed and the Commission, die SROs, and state and criminal authorities 
brought a significaat mimber of enfotconent actions to address fr«d in die penny 
stock market. In addition, the Task Force provided assistance to the Senate and 
House staffs in cxafdssg the Pem^ Stock Reform Act of 1990. and die Commission 
adopted a series of new regulatory initiatives designed to help prevent misuse of blank 
cbe^ offerings and to address certain broker sales practice abuses. Having 
comple^ hs misrion, the Task Force was distended in 1995. 

21. Given dm die losses attributable to peiaiy stock frmid have trpled since the abuses 
which led the SEC to set up the task force in the first place, does the SEC plan to 
reinstitute such a tadt force? Ifrm, why not? 

As Chaitman Levitt indicated before the Subcommittee, a special Commission-witte 
Working Qro^ on Micro Cap Fraud was created to bring together top officials ffom 
the Divisions of Corporation Finance, Enforcement, and Market Regidatiott and the 
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Offices of Compliance Inspections and Examinations, General Counsel, and Investor 
Education and Assistance. The Working Group has been meeting — and will continue 
to meet - regularly to exchange ideas and identify better ways to attack the current 
problems in the micro ci^ market. 

To date, the Working Groiq) has focused on possible changes to the rules governing 
market makers and clearing brokets and has begun to examine the costs and benefits 
of current cq>ital formation rules. The Working Group has also been exploring how 
best to devise an early warning system for detecting ffinid and how to use our 
enforcement resources most effectively to fight fraudulent practices in the micro cap 
market. 

22. About ten years ago, the Dqiartment of Justice, at the direction of Congress, 

mandated the creation of asset forfeiture divisions of the United States Attorneys’ 
offices to pursue the assets of narcotics dealers and thus advance the war against 
drugs. The creation cf the asset forfeiture divisions seemed to bring about tangible 
resuits. Would it be usffid in the campaign against micro-cap fraud to direct the 
DepartmerU of Justice to set iq> either securities fraud task forces on a regional basis - 
- the way organized crime task forces are set, for example — or securities faud 
divisions within the individual United States Attorneys' offices, the way asset forfeiture 
divisions are set up? 

The Commission has worked hard to foster good working relationships with the 
criminal authorities. The Commission staff, including its regional office staff, meet 
regularly and routinely with criminal authorities throughout the country to address 
securities fraud. As a result, the Coimnission often works in concert with criminal 
authorities in investigating and stopping securities fraud. For example, as mentioned 
above, in October 1996, the Commission worked with the U.S. Attorney for the 
Southern District of New Yori: and the NASD on a year-long coordinated operation 
that focused on undisclosed Idckbadcs paid to brokets to induce them to sell stock to 
customers. Similarly, in February 1997, the Nevada U.S. Attorney announced that 
12 defendants plead guilty to racketeering, securities fraud, money laundering, illegal 
structuring of monetary transactions and conspiracy to co mmit securities fraud and 
wire fraud charges in connection with the sales of the stock of three s mall cap issuers. 
Three of these defendants previously were named as respondents in an admiidstrative 
proceeding brought by the Commission, and the Conunission and the U.S. Attorney 
had worked together to ensure that the wrongdoers were brought to justice. These ate 
but two examples of the types of cases where the Commission has coordinated efforts 
with the criminal authorities to address securities fraud in the micro cap market. The 
Commission’s routine, regular, but informal, coordination with the criminal 
authorities has worked so well that we do not believe that a mote formal program is 
needed. 
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EBMT# II 


ALABAMA SECUyTlfe DIRECTOR JOSl ^ BORG’S RESPONSF. TO 
SUP TLEMENTAL QUESTIONS BY SENATOR X)HN GLENN AS A FOLmW-l IP 

TO THE SEPTEMBER 22. 1997 HEARING ON FRAUD IN THE MICRQ^.AP 

market 


1. Should the nalieaalrcgBlatoiyagfM^ be woridacBOredasclywttk the 
Depai'tiaeat of Joetice aad itate aed local aathoritke to rein- non eaaee for 
crhaiaal acthm? 

A.IfBot,why? 

It U inqterative that national regulatory agencies align closely with the De partm e u t of 
Justice and state and local authorities to refer more cases for criminal action. It has been 
the experience of slate r^ulatots in dealing wife micro-OQ) fraud and firms such as 
Stratton Oakmom (as well as its progeny and predecessors) that civil sanctions have little 
ornoe^cL These firms, knowing they ate manipulating the market to line their pockets 
wife innocent investors’ money, will not cease fe^ activities on the fereat of dvil action. 
Knowing a civil action may be imminent will cause feese principals and firms to speed up 
their activities to generate as much ill-gotten investor fimds as possible. It is clear that 
these firms consider civil actions as “a cost of doing busmess.” 

During my testimony, I conveyed a story where a principal of oik firm allegedly got up 
on a table and announced to his employees he had just been fiiKd by one of the nationd 
regulatory agencies. Afior fee requisite boos and hisses, this prmci^ allegedly 
atuKrunced he had made ten times that amount of money in fee saiiK period of time, to 
which there were cheers. This is a clear illustration feat civil penalties, when dealing 
wife crooks and scam artists of feis nature, are ineffective. Likewise, putting them out of 
busmess does nothing more than allow feem to keq> fraudulent profits fiom innocent 
investors and does ixrt deter the second tier of fraudsters who have now witnessed fee art 
of market manipulation fimn their elders and who re-enter fee market wife their own 
newly formed firms. The interconnections, detailed by the charts at the hearing, I believe 
are conclusive that this networking among mioro-cap broker dealer manipulators exists. 

Notwit h sta n di n g the need for criminal referral in feese cases, there are some obvious 
barriers to inter-agency referrals. There are multiple causes fm these barriers. 

The first barrier has to do wife properly crediting an agency for its work. Currently, 
regulatory ageitcies tend to coidiiK their tasks to those matters which start-to-finisfa are 
within their statutory m a nd a t e. Consequently, ageiKies, having authority to bring 
adminis trative and civil action, tend to angle feeir olqectives more towards these 
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remedies ~ even wdien a criminal remedy accomplished by referral to another agency, 
might be the more efiective means of addressing the viohdion. 

Additionally, current constitutional case law creates barriers as well. The case of ll.S. v. 
Halper. 490 U.S. 43S 1989, established the principal that administrative fines or civil 
penalties in excess of the reasonable costs incurred by the agency in bringing the action, 
ate deemed to be sufficient to cause jeopardy to attach for constitutional purposes. 
Consequently, the double jeopardy clause will prevent the subsequent criminal 
prosecution of an individual who has previously suffered “penal” fine, regardless of the 
feet feat the fine was applied in a civil or administrative case. This means feat if there is a 
criminal case referred, fee administrative agency must, in a sense, forgo an important 
remedy or “stand down” in order to allow the c riminal prosecution to go forward. Such 
regulatory selflessness is not erqrected unless the regulatory agency making fee referral, 
and mote importantly, fee staff of that agency, is given considerable credit for fee work 
done prior to fee referral. 

And finally, sometimes a lack of expertise wife fee subject matter violations sometimes 
causes prosecutorial agencies to forgo c riminal prosecution of securities cases when they 
compete for attention wife the more easily understood violent crimes or drug cases. 

Despite these challenges, the SEC, fee states and fee NASD have made progress in the 
area of criminal referrals. 1 understand, for example, feat fee SEC now accounts 
statistically for criminal referrals. Additionally, several district offices of fee SEC have 
lawyers cross-designated as Special Assistant U.S. Attorneys to work criminal securities 
cases. Moreover fee NASD has supplied key information and other assistance in task 
force investigations involving fee Justice Department Finally, the states frequently 
arrange for fee local prosecution of cases referred by state, federal and self-regulatory 
agencies. Particularly, in some jurisdictions, the state securities agencies have referred 
for local prosecution cases feat have come first to fee attention of fee SEC, but because of 
their size, do not attract fee interest of a federal prosecutor. 

B. If so, how do you suggest this be done? 

Despite the progress noted above, more needs to be done. 

1 would suggest consideration of the following ideas: 


1 . Promote joint investigations, vdrereby a team of investigators locates and 
pursues a target for investigation. The team, in some combination, should be 
made up of the Securities and Exchange Commissioii (SEC), NASD Regulation, 
Inc. (NASDR), State securities, and Department of Justice (DOJ) personnel, with 
each having an equal stake in seeing fee case through to prosecution. 
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2. M ai nt a in and disseminate to all tegulatoiy agencies, as well as the Department 
of Justice, a contacts list on a state-by-state basis of those persons or departments 
having prosecutorial authority and responsibility fist securities related cases. Not 
all states have equal authority wifli respect to tlm (nosecution of cases and such a 
list will allow proper contacts to be made. Some agencies, sucb as Alabama, have 
the authority to prosecute cases directly ftom its Securities Conunission and 
others are required to forward cases to state or federal prosecutors. 

3. Continue and eiqnnd the practice of cross-designation of special assistant 
prosecutors to provide expertise in the prosecution of criminal securities cases. 

4. In addition to contact lists and joint training efforts, a better dialogue and the 
sharing of information needs to be promoted between local and federal ofBces. 

As investigations develop at either the state or federal levei, die corresponding 
authority should be notified of the ongoing investigation so the iocal jurisdiction 
and the federai agency involved may coordinate their investigative activities 
without diqilicating efforts. If this is done in conjunction with the Department of 
Justice through its US Attorney’s office, FBI and other affiliated agencies, such as 
National White Collar Crime Center (NWCCC), Regional Organized Crime 
Institute Center (ROCIC), or other Regional Information Sharing Systems (RISS) 
projects, greater efficiency can be achieved and the local level cases may come to 
trial quicker. 

2, Should more efforts be made by the national regulatory agencies to discipline 
more of the rogue brokers, rather than limiting disciplinary proceedings to firms 
and principals? 

It is imperative national regulatory agencies expand their disciplinary activities to lower 
echelon agents and cold-callers. Once firms and principals of fiaudulent firms are put out 
of business, the agents of the defunct firms, who have now learned the trade, become the 
“big dogs” of new firms and move into the equivalent positions that prior principals 
formerly held. Unless rogue brokers are disciplined arid forced out of the industry, they 
become principals with new firms and the lying, cheating, and stealing continue. 

3. Do the national regulatory agencies have adequate sanctions? If not, what types 
of changes does NASAA feel are needed? 

National regulatory agencies’ sanctions may need to be strengthened. There appears to 
be little interest in state enforcement actions by the local Department of Justice agencies 
unless the matter is of national significance (although this varies by region). The states 
recognize, however, that the national agencies generally look at national and global 
matters and defer action on local cases to state regulators. However, better 
conuL unication and coordination between state and national regulatory actions could 
fecilitate the effectiveness of Cease and Desist (“C&D’^ orders and license suspensions. 
Consideration should be given to establishing a protocol for national regulatory agencies 
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to better monitor and rely upon state ordors, and be available to partner with state ' 
agencies in closing down rogue broker^ firms, and agents before further damage is 
sustained. 

4. Yon suggest extending the statutory disqualification provisions of the Exchange 
Act to cover disciplinary bars by state agencies. Please elaborate on why this is 
needed. 

The Exchange Act of 1934 does not specifically reference state securities actions as a 
statutory disqu a l ifi ca t ion. 'However, &e SEC may have the existing statutory authority to 
authorize the disqualificatian of persons based on state orders by interpreting the 
language in Section 3(aX39), [“(>) ^ order to the Commission, other appropriate 
regnlatory agency], to mean state securities agency. Perhaps due to this vagueness, 
actions taken by state regulatory agencies are not recognized by the national regulatory 
agencies which results in redundant actions being taken at the state and federal level. 

This is a waste of precious regulatory resources. The national regulators could rely upon 
state disciplinary actions such as C&D orders, and Orders of Suspensions/permanent bars 
to put the broker/agent out of business before the situation spreads and gets worse. 

5. How important is it to improve the quality and quantity of CRD information that 
is available to investors? 

In order for investors to be better equipped to make an informed decision when selecting 
a broker, both the quality and type of CRD information is very important and needs to be 
improved. The current disclosures provided by the CRD system are very confusing due 
to the redundancy of their presentation and the way such information is coded. Under the 
redesigned CRD, the presentation of such information should be much improved. In 
addition, currently only certain information is released to the public by the NASDR from 
the disclosures that are made and ittputted into CRD, although the states generally 
provide investors access to most of the disclosures that are available from the CRD. 

Under the NASDR’s new Public Disclosure Program, the NASDR is proposing to 
provide investors with disclosures of all reportable events filed with the CRD. This 
broader disclosure policy will provide investors with better access to this important 
information. 

A. What specific improvements are needed? 

One of the most critical improvements needed for the CRD is the modification to its 
architecture to permit a real time review of disciplinary filings by states. The system 
lacks a “flagging” medium to notify state regulators of the types of new disciplinary 
filings on the system. Without such a “flagging” medium, the number of new filings are 
far too overwhelming to sort and review on a real time basis. This is expected to be 
addressed in the redesigned CRD. 
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6. From the state regulators’ perspective, what are the most effective actwns that 
the national regulatory agencies could take to prevent and combat micro-cap fraud? 

a) The national regulatory ^encies review registration filings for new broker/dealer 
firms. A more critical review of the principals of the firms might red flag drose who use 
promotes or aliases aiKl have histories of disciplinary actions that warrant additional 
scrutiny and might prevent the movement of rogue brokers from firm to firm. Therefore, 
a greater emphasis on naming individual prmcipals and brokers as part of enforcement 
actions would have a positive long-term impact 

b) The companies who list on the OTC Bulletin Board get the benefit of the 
perceived linkage to toe electronic NASDAQ marketolace. Presently, no background 
checks or financial statements are required of toe principals, directors, or CEOs of these 
firms. Limited information on these iiKlividuals might be made available as well as some 
form of regular limited reporting of the financial statements of toe company. Our entire 
public marketplace is based on disclosure of material information and this omission is a 
serious flaw. 

The NASD is actively studying this segment of toe maricet to determine how investors 
can obtain accurate and current information about toe companies whose shares trade on 
toe Bulletin Board. NASAA supports this effort and the educational effort to emphasize 
the distinct differences between the OTC Bulletin Board and The Nasdaq Stock Market. 

c) Organized, coordinated federal and state criminal prosecutions for securities fraud 
would also assist to deter and combat fraud. 

1 . The Penny Stock Reform Act of 1990 required that brokers provide both oral 
and written disclosure to all prospective purchasers, and obtain signatures on such 
disclosure forms. Since one of the great concerns is that pressure tactics that cause 
misleading representations to be made to investors unfortunately are working, and 
thousands of Americans are in fact misled: 

A. Is the problem as significant as it had been reported as being: 

The problem is significant but the rules are not being adhered to and therefore it is 
difficult to access what the magnitude of the problem would be if compliance with the 
rules were more vigorously policed. An example that the problem appears not be abating 
can be seen in New York State. The New York Attorney General Office’s Bureau of 
Investor Protection and Securities received a record number of complaints and inquiries 
from the investing public, tqsproximately 3100 in 1996, up 40% from 1995. This year the 
office is expected to top that number by anotoer 35%. 
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B. Since enforcement frequently is left to the states, how many states have 
stringent disclosure requirements? 

For small public ofiferings of securities that may be considered micro-cap stocks because 
drey are not listed on a national exchange, states have developed a unifonn set of 
requirements that include additional uniform disclosure requirements used to identify 
conflict of interest situations and other risks unique to smaller deals. 

In the area of broker licensing, every state except California has more stringent 
disclosure requirements and entry level thresholds for the licensing of individual 
brokers. 

In the area of local inspection and examination of broker/dealer offices located in a 
particular state, state ofBcials ate limited to the federal standards established for 
books and records. NASAA has been working with the SEC to improve upon the 
existmg standard. We hope a new rule will be adopted soon by the SEC. 

C. Ate these disclosure requirements anything more than the most meaningless 
of paper protections: For example, if only the federal government has disclosure 
requirements, and the SEC devotes precious little resources to enforce them in a 
micro-cap fraud context, what difference do these requirements make in terms of 
setting effective standards? 

It is not effective to have only after-the-fact enforcement. In many instances, investors 
can not get their money back if they have been defiauded. It is just as important to point 
to the risks of the deals to investors more clearly before they invest so they may evaluate 
their potential exposure. In addition, one ongoing issue is whether “disclosure” of 
material facts is presented in a usable maimer. The SEC’s “Plain English” project should 
assist in this area. 

D. If the goal is to dilute the coercive and misleading effects of telephone calls at the 
outset, heforc the customer is “in the stream,” isn’t it important to actually ensure 
that the full set of oral disclosures and warnings be made in each and every phone 
call briween broker and customer? 

It would be difficult to monitor directly all oral disclosures. NASAA supports the action 
taken recently by the NASD Board that approved a rule to require brokerage firms to tape 
all customer sales calls for two years if a certain percentage of the firm’s brokers worked 
for firms that have been expelled for telemarketing fiaud or sales practice abuse. This 
approach keeps a check on the problem brokers but does not burden that segment of the 
indusUy employing honest, scrupulous brokers. Many in the system, however, rely on 
the integrity of the firms themselves. As large, international films seek to strip away 
regulations here in the US in order to create a level playing field, they unwittingly create 
loopholes for the fiaudulent practices outlined in the hearing. 
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There is also the problem of unregulated cold-calling and a need for rostering those 
“introducing*’ callers vdio are effectively unregulated and many times malcing sales. 
NASAA supports the NASDR’s recrat proposed interinetive release that would require 
all agents vdio communicate with the public relating to the offer or sale of securities to be 
registered. In addition, consideration should be givoi to settii^ minimum standards for 
training programs. 

E. Should it not be a federal requirement that all such phone calls be taped and that 
the tapes be kept for some period of time so that if investors file a complaintf 
regulatory authorities can review the tapes and ascertain whether the disclosures 
were made, and take disciplinary action if they were not? 

Many of the nation’s firms routinely tape incoming calls. An analysis should be 
undertaken to assess the cost and practicability of t^ing all cold calls. The ultimate 
^proach would be to tape all calls, but we suspect that substantial objection would be 
raised by the securities industry. For now, NASAA is supportive of the NASDR rule. 

The rule should be closely monitored to assure it is achieving the intended goals and to 
determine if further modifications will be necessary. 

The adoption by the SEC of a federal Books and Records rule that will allow state 
regulators to conduct meaningful examinations of branch offices and follow-up with 
enforcement proceedings if necessary. Exams of firms are only as good as the records 
they are required to maintain, today’s standard is a structural weakness. 

8. What does Congress need to do, that it has not already done, to ensure that the 
problem of micro-cap fraud is effectively controlled? Specifically: 

A. Is there certain specific additional authority that needs to be given the SEC, the 
SROs and the states? 

a) As mentioned in my response to question #4, there should be a clarification that 
the SEC has the statutory authority to authorize the disqualification of persons based on 
state enforcement orders by interpreting the language in Section 3(aX39), of the 
Securities Exchange Act of 1934 to include a state securities agency as an “other 
appropriate regulatory agency.” 

b) There should be licensing of unregistered cold-callers and a special licensing 
classification for stock promoters. Greater authority is necessary to regulate the action of 
stock promoters (individuals whose income is derived from putting together syndicates). 
As to the unregistered/unregulated cold-calling NASAA is committed to working closely 
with the SEC, NASDR, and NYSE to develop an effective regulatory response. 
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B. Do we need to extend the jnrisdiction of the Department of Justice? 

a) State and federal officials may wish to establish a direct mechanism to refer cases 
to the Internal Revenue Service (i.e. money laundering cases). The resources and the 
expertise of this federal agency could have an enormous positive impact. 

C. Are there any changes in the securities laws that would be valuable in this 
effort? 

Adoption by the SEC of a disqualification provision for SEC Rule 506 offerings similar 
to the disqualification provision currently existing for SEC Rule 506 offerings would 
have a salutary effect on investor protection. A disqualification provision means that an 
issuer or a person associated with an issuer that has obtained a disciplinary record in 
connection with securities activities may not rely on an exemption from registration for a 
specific time period to make a securities offering. The regulatory principle embodied in 
the disqualification provision is that a person who has demonstrated a propensity to 
violate the securities laws should not benefit from a registration exemption which, per 
force, provides less regulatory scrutiny. 

Prior to NSMIA, state disqualification provision similar to SEC Rule 505(a)(2)(iii) 
applied to both SEC Rule 505 and 506 offerings. State level notice filings generally 
caught persons with a disqualification who sought to evade this prohibition. NSMIA 
preempted application of these provisions to SEC Rule 506 offerings and there have been 
instances of persons with significant disciplinary history, such as permanent SEC 
injunctions, offering and selling securities without disclosing their disciplinary past. The 
states believe that investor protection is better served by precluding persons with 
significant disciplinary history from being able to rely on the exemption in SEC Rule 506 
for the same time period as applicable in SEC Rule 505. 

It is prudent for the Permanent Subcommittee on Investigations to continue its series of 
valuable oversight hearings on the subject of micro-cap fraud. As a supplement to those 
changes we have cited, NASAA members pledge to work with you to evaluate what 
additional legislative initiatives may be necessary to combat this problem. 

9. Regarding the consent decree entered into by NASD in connection with the SEC 
investigations, the SEC found that for a four-year period from 1990 to 1994, the 
NASD failed to take appropriate action to thoroughly investigate these problems, 
and that as part of the agreement with the SEC, the NASD undertook a series of 
remedial steps to prevent wrongdoing in the future. 

What kind of remedial steps are not included in that agreement which you would 
like the NASD to undertake, or which you think might be valuable in combating the 
sort of micro-cap stock fraud this hearing has been called to address? 
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State tegulatDR were not p^es to the SEC/Justice invesd^ttioa and therefore me not in 
a position to comment substantively. There abeady exists, however, regulations and 
guidelines that could be more rigorously enforced. Itaqipearstomethatonrstnwg 
economy and unprecedoited bull market have covered iq> a lot of inoblons in the micro- 
caparea. Regulators of all branches of government simply must come together to 
a^ressively conbat imd posecute those reqirmsiUe for foe ptoblons. 
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Sm)t PmMiMirt SvbcofflnittM 
M iMCStiiatiOM 

tmiHT # 1-8 

SUPPLEMENTAL QUESTIONS FOR THE RECORD 
OF CHAIRMAN SUSAN M. COLLINS 
Hearing Before The 

U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
September 22, 1997 
Fraud In The Micro-Capital Markets, 

Including Penny Stock Fraud 

BARRY R. GOLDSMITH 
Executive Vice President 
NASD Regulation, Inc. 


1 . In footnote 2 of Chairman Levitt’s written statement, the Chairman notes that “ [t]he term 
‘micro cap’ is not a term defined under the federal securities laws, [but that one definition 
of the micro-cap market includes] companies with market capitalizations of less than $300 
million.... In general, securities of micro cap companies are quoted on Nasdaq’s OTC 
Bulletin Board, in the National Quotation Bureau’s Pink Sheets and on the Nasdaq Small 
Cap Market.” 

A. What is the NASD-R’s best estimate of the dollar value of fiaud in the micro-capital 
market as the NASD-R has defined it? 

B. What is NASD-R’s best estimate of the dollar value of fraud in the penny stock 
market, i.e., the market of company stocks that trade at $5 or less? 

C . According to a recent Wall Street Journal article, the incidence of penny stock fraud 
is on the increase, or, to use the article’s headline, ” penny stock fraud is roaring 
back.” Does the NASD-R agree? If not, please explain why. 

D. In fact, the Wall Street Journal reports that “ [r]egulators now estimate annual losses 
to investors at more than $6 billion, triple the 1980s peak” of around $2 billion. Is 
this a fair estimate? Why/why not? Does the NASD-R agree that in constant dollars, 
more money is being lost now to penny stock fraud than in the 1980s? Why/why not? 

E. What accounts for that increase? Why is it occurring? 


ANSWER: 

A and B. NASDR has not made dollar value estimates of fraud in any particular market. 
We believe that reliable estimates of this type would be difficult to make with any degree 
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of statistical rigor. Nor do we believe that they would add significantly to more precisely 
targeting our antifi^ud resources. We would refer you to the Bureau of Justice Statistics 
to obtain information on the methods, cost, and reliability involved in compiling such 
statistics. 

C. We are not aware of increases in peimy stock fi^iud as defined by the Penny Stock 
Reform Act of 1990 and the rules under it. We believe that such firaud has probably 
decreased as a result of pre-transaetion requirements of that Act and the subsequent 
decrease in the number of firms that transact business in penny stocks. Findings of our 
1993 examination sweep with the SEC and the state regulators bore this out. That sweep 
found widespread compliance with the penny stock rules and decreased activity in stocks 
covered by those rules. 

D and E. As stated in A and B above, estimates of total fiaud in securities markets are 
difficult to perform with sufficient rigor to result in reliable findings. As pointed out by 
SEC Chairman Levitt at the Subcommittee’s hearings, the $6 billion number was arrived 
at by multiplying an earlier estimate of $2 billion in fiaud, which was made by neither the 
SEC nor the NASD, by the growth in the markets since that first estimate was made. We 
are unable to vouch for the accuraey of the results of either the estimate, or the 
methodology used to update them. 
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2. Is the NASD-R observing a particular segment of the population that repeatedly is targeted 

for penny stock scams, such as the elderly? Does the NASD-R know how it is that scam 
artists obtain information on their targets? 

ANSWER; 

NASDR does not specifically monitor the segments of the public who purchase OTC 
securities. Our investigations indicate that elderly and unsophisticated investors, as well 
as more sophisticated investors may be the subject of abusive sales practices or fiaud. 
Scam artists often obtain information on public customers through a number of sources 
including: Dun & Bradstreet lists, advertising in industry newspapers and trade journals, 
commercially available mailing lists based on demographic parameters, postcard mailings 
from individuals claiming to be an issuer's "public relations" officer seeking investors, 
and information obtained from various sources on the Internet. 
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3. Has the NASD-R initiated any outreach or investor education programs aimed at the 
population segments that are targeted by rogue brokers? 

A. What are those programs? 

B. How successful have they been? 

C. How is the NASD-R going to build on them? 

ANSWER: 

A, B, and C. NASDR investor outreach and education programs are coordinated through 
the NASD Office of Individual Investor Services (OHS), which manages joint investor 
programs for the NASD and both subsidiaries, NASDR and Nasdaq. The OHS addresses 
groups that have been targeted by rogue brokers, but primarily focuses on educating and 
protecting all individual investors. 

NASDR and OIIS target various groups to improve investor education and protection 
throu^ a broad array of activities, from printed nlhterials, interactive media, and speaker 
and conference participation. Through these activities we fulfill the NASDR philosophy 
of protecting investors and strengthen market integrity through vigorous and even-handed 
self-regulation. Targeted groups include general investors, elderly, mainly through the 
American Association of Retired Persons (AARP), students, and women’s organizations 
and associations. The printed materials and programs available include: 

Printed Materials 

• NASDR Investor Protection - Market Integrity; There Are Rules To Protect You; 
What To Do If A Stockbroker Calls To Pitch An IPO (attached). These booklets have 
been widely distributed in the investOT package and at investor fairs. Distribution will be 
increased through adding mailings and distribution at additional investor forums or 
conferences held by our targeted groups. Additionally, several new brochures ate being 
considered: The Basics of Investing, How to Read A Prospectus, How To Use the 
Arbitration and Mediation Process, How To Select A Broker, and Frequently Asked 
Questions. In addition, the NASD is currently working with the SEC to revise and update 
the Invest Wisely brochine. 

• Investor Insight newsletter (attached) - All issues have been well-received, and the 
first issue went into a third printing due to its popularity at investor fiiits. The newsletter 



479 


5 


distribution will be increased through an e:q)aiided mailing list Updates on NASDR 
activities will be continued in the newsletter. 

• PermySavers (attached) - Three PennySaver articles have been published in 1997. 
The NASD will print at least nine more PennySaver articles over 1997-98. 

• http: //WWW. invest, carefully (attached) - This brochure describes the possibilities and 
pitfalls of using the Internet as an investment tool, advises on how investors can protect 
themselves in on-line investing, and points out safe web sites for help. 

• Limit Order Rules - New Opportunities For Better Prices (attached) - This brochure 
went into a second printing. Brochures will be updated or created as rule changes 
affecting investors occur. 

• Other Brochures - Invest Wisely/Invest CarefuUyttHspuSe Resolution (attached) - 
These brochures have been distributed with the investing package, and at conferences. 
These brochures will continue to be printed and distributed. Invest Wisely is being 
revised and updated as a joint project with the SEC. 

Programs 

• Toll-Free Hotline for Investing Information Package (800) 334-0668 - Since the 
phone number was first promoted in March 1 997, the NASD has received almost 5000 
calls for investor information. This number will remain available to all investors to call 
for a fiee package of investing materials. 

• Dispute Resolution Process - NASDR operates the largest forum of dispute resolution 
for the securities industry in the U.S., to resolve matters between an investor and broker. 
The arbitration and mediation processes are continually being reviewed and improved in 
order to best serve investors’ needs. We have briefed investor groups on an ongoing basis 
about the NASDR’s progress in this area, and have solicited their views and input. 
NASDR will continue to review and improve the dispute resolution process. In addition, 
staff from Dispute Resolution will be attending investor ^tirs in 1998 to explain the 
process and answer investor questions. 

• AARP - The NASD is working with AARP to communicate investor protection 
issues to its membership. The AARP program is still in development. The AARP 
program will be enhanced and continued throughout 1998. 

• The Basics of Investing: A Guide for Educators (attached)- This six-unit Guide was 
created with the National Institute for Consumer Education for teaching personal finance 
and investing. Feedback firom teachers is requested both in training workshops as well as 
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on the web site. Oral and written feedback to date has been positive. Schools, school 
districts, and government agencies have requested the Guide. The Guide will continue to 
be available on the web site, and teacher training on using the Guide will be ongoing 
throughout next year. 

• Public Service Announcements (PSAs) - The NASD is now running three PSAs 
on television and radio, in both English and Spanish, one of which specifically promotes 
the securities industry public disclosure hotline that makes the disciplinary histories of all 
brokers available to the public. In the campaign’s first four months, the PSAs aired more 
than 40,000 times for a cumulative airtime value of approximately $1.4 million. PSAs 
will continue to run into 1998. 

• Web sites - Investors may visit four corporate web sites: nasdr.com, nasd.com, 
nasdaq.com, and investor.nasd.com. The nasdr.com site receives 8,000 hits a day, up 
from 3,500 earlier in the year. The nasdaq.com site now receives 6,000,000 hits per day. 
The nasdr.com web site is being expanded to not only receive CRD and public disclosure 
requests via email, but to provide the CRD information on the site. Additionally, a list of 
fi-equently asked questions will also be made available for investors. Both sites will be 
maintained and updated on an ongoing basis. 

• Public Disclosure Hotline (800)289-9999 - This hotline is heavily promoted 
through the PSAs, literature, speeches and media appearances, and provides investors 
with a means for checking the disciplinary history of a broker. The hotline has received 
over 1 10,000 calls so far in 1997. This hotline will continue to give investors the 
information they request on a broker in a timely and accurate marmer. 

• Women’s program - The NASD, NASDR, and Nasdaq are currently in the process 
of developing a comprehensive program to address the investing myths, questions, and 
needs of women. The women’s [nttgram is currently in the planning stage and will be 
measured as it is implemented through written surveys, customer comments and 
feedback, and distribution of printed materials. Investing education and protection 
information for women will be provided on an ongoing basis through personal contact, 
conferences, exhibits, speeches, printed articles, web site information, and materials. The 
NASD plans to increase the number of groups that will be contacted over 1998. 

• Media events - The NASD is investigating the possibility of teaming with print 
media outlets in targeted markets to conduct a half day Investor Forum. The joint venture 
efforts with media outlets are part of an initiative under the “Promoting Financiai Sense” 
campaign. NASD will also have NASDR and Nasdaq staff on hand to conduct seminars 
and answer investor questions. 
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• ' 8peakbrs,'C<Hiferences, Investors Fairs - In 1 997, the NASD and NASDR have 
attended tqjproximately 70 investor &irs and forums around the United States. In 1 997 
alone, the NASD and NASDR attended approximately 70 investor Ours and forums 
around the United States, reaching over 500,000 investors. We are e:q>anding our 
participatioo to include sponsoring events, setting up exhibit booths and sending speakers 
to conferences being held by targeted groups, such as women’s associations, teachers’ 
associations, or the AARF. 

• Advising Elgin Project - Nasdaq has participated in a yearlong project. Advising 
Elgin, as a co-sponsor with Money magazine. Joining with Microsoft and Fidelity 
Investments, the project is designed to raise the financial IQ in the typical American 
community of Elgin, Illinois. Tbe project features a long list of educational offerings, 
including seminars and workshops fiee to Elgin residents, personalized financial planning 
sessions, and a dedicated Elgin Internet web site. 

• Alliance For Investor Education - The NASD plays an active role in the Alliance, 
which is a consortium of organizations advancing investor education. The group has 
begun production of a web site. 

• Investor Input - The NASD actively solicits input fiom investors and consumer 
groups to requests for comments on regulatory proposals published in our Notices To 
Members, which are also published on otir web site. To ensure awareness of these 
proposals, they are sent in hard copy to the leading investor and consumer groups with a 
letter expressing our interest in their comments. 
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4. The trade press and popular press in recent months have expressed the view that reforms 
ate much needed in the NASD’s bulletin board market, a market with no Securities & 
Exchange Commission (“the Commission”) repotting requirements and no public 
disclosure requirements. One recent Wall Street Journal article states that there ate 
significant problems with fraud on the over-the-counter market In fact, Barry Goldsmith, 
Executive Vice President of NASD-R, has gone on record stating “ (l]et me be blunt there 
ate significant pioblems in the over-the-counter market and a strong regulatory response is 
needed.” 

A. Does the NASD-R adhere to that statement? 

B. Among the suggested reforms to the bulletin board, are: 

1 . Holding market makers responsible for verifinng company financial 
information and requiring annual updates to that data. 

2. Making publicly available the company information market makers 
file wifo the National Association of Securities dealers. 

3. Requiring all bulletin board companies to file financial reports with the 
Commission. 

4. Updating the penny stock rule, possibly raising the definition of a 
“penny stock” to SIO or $15 per share. 

5. Giving the NASD unilateral authority to halt trading in stocks where 
firaud is suspected. 

6. Revising the Commission’s registration-exemption rules to close 
loopholes. 

C. To what extent, if at all, does the NASD-R agree vrith the merits of each of these? 

Which reforms should be accorded the highest priority? Why? 

D. In what ways will each one of these reforms help stem the tide of petuty stock scams? 

E. Can the NASD-R give us an approximate timetable that the NASD-R expects each 
one of these proposals to go into effect? Have they been submitted by the NASD to 
the Conunission for its approval? If not, when does the NASD-R expect them to be 
submitted? 


ANSWER: 
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A. While NASD Regulation is of the view that the overwhelming majority of 

individimls in the securities industry are honest professionals who comply with the law, it 
also believes that there are significant problems in the recommendation, sale and trading 
of securities in the over-the-counter market and that a strong regulatory response is 
appropriate. The abuses in this market, in our view, generally involve the securities of 
thinly capitalized micro-cap companies. As answer B and C below indicate, we have and 
continue to respond to these abuses. 

B and C. With regard to B. 1 and B.4, we are actively studying the issues relating to the 
quoting of securities in the over-the-counter market and the operations of the Over-the 
Counter Bulletin Board. In addition to focusing on NASD rules in this area, we are also 
studying Rule 15c2-l 1 and the Penny Stock Rules. Rule 15c2-l 1, subject to certain 
exemptions, requires a market maker that initiates a quotation in any quotation medium to 
review certain financial information about the issuer. We are studying this rule with the 
SEC, and reviewing the type of information that is required to be reviewed and whether 
such information should be updated on a more regular basis. We will also raise with the 
SEC whether the information filed by market makers under Rule 15c2-l 1 should be more 
widely available. The SEC Penny Stock Rules require that certain disclosure be given to 
an investor prior to purchasing a penny stock. This includes disclosure of the 
compensation to the individual registered representative and the firm, the current 
quotations for the security and, with certain exceptions, a written suitability 
determination. The current rules include certain exemptions, and for example, do not 
apply if a security is traded at a price greater than $5.00 per share. We are studying these 
exemptions with the SEC in an effort to address instances where trading is effected over 
that price to avoid the requirements of the rules. While the SEC must determine the 
appropriate regulatory structure for its rules, we have continuing discussions with SEC 
staff and are studying these issues to meet the concerns we see in the microcap market. 

With regard to B. 2, B.3, and B.5, a major focus of our concerns in the trading of 
microcap securities is the lack of current financial information available to the public 
about the issuers of securities that trade on the OTCBB. To ensure that there is 
information available to the public, we are studying a proposal that would limit quoting 
on that system to the securities of issuers that file periodic reports with the SEC, or with 
banking or insurance regulators. We are also studying a proposal to expand NASDR’s 
authority to include quote halts on the OTCBB, in certain limited circumstances. We are 
continuing to study the regulatory issues relating to both of these proposals. 

With regard to B.6, we are not studying the SEC’s regulatory structure for registered 
and exempt offerings and would refer you to the SEC. 
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D. The major impact of the proposals discussed above will be to provide more 
information to the public investor. The proposal to limit the OTCBB to the securities of 
issuers that provide periodic reports to the SEC will ensure that timely financial 
information is available to the public and to the marketplace for all issuers whose 
securities are quoted on that system. Other proposals we are studying would seek to 
ensure that market makers have current information about the issuers whose securities 
they quote, and that the investing public receives adequate risk disclosure about investing 
in the OTC markets. 

E. NASDR is considering these various initiatives and has not yet submitted any of 
these proposals to the SEC for approval. While we have not set a date for submission of 
proposals to the SEC, we are moving forward in a prompt manner. We have discussed 
many of these proposals with our SRO committees and have obtained their input. They 
will be considered by the NASDR Board of Governors in the near future. Prior to their 
submission to the SEC, they will likely be issued for comment by our members and the 
public. Those initiatives that involve consideration of changes to the SEC rules are being 
discussed with SEC staff, and we refer you to the SEC for a timetable on those proposals. 
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Mr. Goldsmith’s prepared statement indicates that “ [c]ompanies trading either on Nasdaq’s 
SmallCap Market or the Nasdaq National Market - the two respective tiers of The Nasdaq 
Stock Market — ate required to make extensive financial disclosure and meet well- 
established listing standards [and that] these standards are being strengthened, particularly 
in the Nasdaq SmallCap markeL” 

A. How are the listing standards being strengthened? 

B. Why ate the SmallCap listing standards being strengthened? What kind of study went 
into the decision to strengthen those standards? 

C. Those standards as we undetstand it, were approved by the SEC in August. Are they 
therefore in effect now? When will they go into effect? 


ANSWER: 

A. Earlier this year Nasdaq proposed, and the SEC approved, significant changes to 
strengthen the qualitative and quantitative standards for issuers listing on Nasdaq. These 
changes were most significant in the Nasdaq SmallCap Market, where, in addition to a 
substantial increase to numeric standards, corporate governance requirements were 
imposed for the first time. The Nasdaq Stock Market, like other national securities 
markets, has formal company listing requirements, electronic surveillance of trading, real- 
time dissemination of quotations and trade reports, order-routing and execution systems, 
and limit-order display capabilities. The recently approved changes materially enhance 
the threshold criteria necessary to qualify for listing, establish a SI minimum bid price 
and, for the first time, extend the corporate governance requirements applicable to 
National Market companies to SmallCap Maricet companies. The minimum bid price 
requirement provides a safeguard against certain market activity associated with low- 
priced securities, and enhances the credibility of the market. Nasdaq is the only market 
that has a stated minimum bid price requirement In addition, the changes add a 
requirement that auditors of all Nasdaq-listed companies be subject to practice monitoring 
under a program such as the AICPA SEC Practice Section peer review program. Such a 
program must provide that an accounting firm’s quality control system be peer reviewed 
every three years. Today the quantitative listing standards for the Nasdaq Small Cap 
Market generally equal or exceed those of the Boston, Chicago, Pacific, Philadelphia and 
American Stock Exchanges. The tables after part C of this answer provide a comparison 
of the old and new standards. A summary of the corporate governance requirements now 
requited for companies listed tm The Nasdaq SmallC^ Market include: 

• Distribution of atmual and interim reports 

• A minimum of two independent directors 
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• An audit committee, a majority of which are independent directors 

• An annual shareholder meeting 

• Quorum requirement 

• Solicitation of proxies 

• Review of conflicts of interest 

• Shareholder approval for certain corporate actions 

• Voting rights 

B. Nasdaq qualification requirements for listing of securities on the National Market 
and SmallCap Market were last revised in 1989 and 1991, respectively. Since that time. 
The Nasdaq Stock Market witnessed significant growth in the size and number of listings 
and volume of transactions. Accompanying this growth has been an increase in 
participation of individual investors, and heightened public awareness and expectations 
for Nasdaq listed companies. Nasdaq recognized that along with this growth and the 
changes in the market, a commensurate level of quality and investor protection is needed. 
Nasdaq believes it is important to emphasize not only ensuring that all Nasdaq companies 
warrant listing by vutue of the compliance with the applicable qualification requirements, 
but also that the qualification requirements themselves are in fact appropriate and 
designed to foster the protection of investors and enhance the credibility of the market. 

C. The standards were approved on August 22, 1997. The initial listing standards are 
retroactive to March 3, 1997, the date that they were filed with the SEC. Companies 
listed under the new initial listing standards are immediately subject to the new 
maintenance standards. For companies that were listed under the old initial listing 
standards, the maintenance standards are effective February 23, 1998, six months after the 
SEC approved them. The delayed effective date for the maintenance standard allows 
currently listed companies the opportunity to come into compliance with the new 
requirements. 
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' Wes Tsjigais Assess quails Teel Ass^ less Tosal Liabilities &. Gcsriwil!. 

^ Kei-v eitay saiuJaMs rescuirs: S4 million in Net Tangible Assets or S750,C01} in Net Icscme in 2 of last 3 years or Marltet 
Capitalizaticn of ?.t lesst S50 million. 

’ Under &3 nstv sianikrds, for coatinaai inclusion an issues' must maintaim Wk Tangible Assets of S2 million or Net Income of 
SSCO.CCO ia 2 of last 3 years or a Marltes Capital isaxion of at lea^ S3S million. 

^ IViarket Capieaiiisi^on must be at least S50 million in Operating Histosy is less Usan 1 yi^. 
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’ An issuer qualifying for initial inclusion und« Alttmative 3 must have Market Capitalization of S75 million or $75 million in both 
Tout Assets and Total Revenue. 

* An issuer qualifying for continued inclusion under Alternative 3 must have Market Capitalization of $50 million or $50 millitm in 
both Total Assets and Total Revenue. 
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6. Mr. Goldsmith’s statement also indicates that, in terms of strengthening investor protection, 
“we need to explore rale changes that would place tougher new requirements - beyond the 
existing suitability requirements - on brokers to confirm with their customers, based on 
objective criteria, that purchases of these types of securities are suitable investments.” 

A. What are.the specific “ changes beyond existing suitability requirements” that Mr. 
Goldsmith is alluding to here? How would they work? 

B. Are these “ changes” Mr. Goldsmith referenced actual formal proposals, pending 
deliberations, or are they merely ideas floating around? If the latter, please tell us 
when they will take the form of formal recommendations? 


ANSWER: 

A. We are considering specific proposals to make the broker’s existing duty of due 
diligence higher in the recommendation of OTC securities. One such approach would 
require a broker, prior to recommending a transaction in the over-the-counter market, to 
review the issuer’s current financial information. This would be in addition to the 
broker’s obligation to ensure that the recommendation is suitable for his customer under 
the NASD’s suitability rule. That rule (NASD Rule 2310) requires a broker, when 
making a recommendation to an investor, to have reasonable grounds for believing that 
the recommendation is suitable for the customer based on the customer’s financial and tax 
status, investment objectives and other information used by the broker in making a 
recommendation to the customer. Courts have also found that by making a 
recommendation, a securities dealer implicitly represents to a buyer that he has an 
adequate basis for the recommendation. See e.g .. SEC v. Hasho . 784 F. Supp 1059 (S.D. 
NY 1 992); citing Hanley v. SEC . 4 1 5 F.2d 589 (2d Cir. 1 969). Rule proposals in this 
area would focus on the recommendation of OTC securities, and would be in addition to 
these regulatory requirements. 

B. We are actively considering proposals in this area. Please refer to our answer to 
Question 4.E above. However we are unable at this time to announce our timetable 
publicly to make formal recommendations to our boards, and to the SEC. Our micro cap 
initiatives are a major priority in NASDR’s regulatory program, and we are proceeding in 
a prompt manner. 
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7. It has been reported that the electronic Bulletin Board’s “ link to Nasdaq gives its listings 
credibility with unwary investors. At the same time, on-line technology simplifies the 
marketing of these stocks.” 

A. Does the NASD-R agree that the Bulletin board’s link with Nasdaq gives it credibility 
with unwary investors which unscnqtulous market makers exploit? What if anything 
should be done to correct this, assuming a correction is in order? 

B. Does the NASD-R &vor of regulations that would forbid market makers fiom 
representing directly or indirectly that the bulletin board is afSIiated with the Nasdaq 
market? 

C. How would such a rule be structured? How would it be enforced? 

D. If not, how would the NASD-R propose dispelling the public’s hiitiH of the tiict that 
the bulletin board does not meet the listing and disclosure requirements of the other 
NASD markets? 

ANSWER: 

A. As Barry Goldsmith pointed out in the NASD’s testimony to the Subcommittee on 
September 22, 1997: 

A misperception that is fiequently fostered by scam artists is diat trading on the 
OTC Bulletin Board is akin to trading in a highly regulated market such as Nasdaq. 
They will often refer to an OTC stock as listing on “Nasdaq’s OTC Bulletin Board” 
or on “the Nasdaq OTC” or some other deliberately confusing variation that 
improperly links the two. 

B, C, and D. NASDR is considering many reforms to combat microcap fraud, and we 
refer you to the answer to Question 4 above for a discussion of them. We are especially 
concerned about the problems stemming fiom deliboately created confusion between 
Nasdaq and the OTC Bulletin Board. We are etqiloring ways to reduce the confusion, 
such as requiring a broker to disclose to his customers information about over the counter 
securities and their differences from those traded on a highly regulated maricet such as 
Nasdaq. We would require that investors acknowledge receipt of such a disclosure 
statement and would enfiarce such a rule by bringing disciplinary actions against our 
members and associated persons who violate it We are also focusing on increasing 
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investor awareness of the differences between securities traded in the OTC market and 
those listed on Nasdaq. 



492 


18 


8. The House of Representatives Report that accompanied the Penny Stock Reform Act of 
1990 states that “ [t]he fact that the penny stock market is so susceptible to manipulation 
makes it very attractive to unscrupulous securities professionals who are looking to deceive 
the public. Recent evidence demonstrates that the penny stock industry is now fraught with 
repeat offenders of state and federal securities laws and other felons . . . [f|or example, [a] 
NASAA report noted that 83 percent of the major penny stock enforcement cases examined 
in preparation of the report contained names of one or more individuals with a background 
of securities law violations.” Recent reports appearing in The New York Times and The 
Wall Street Journal note that the problem of repeat offenders or “ rogue brokers” 
participating in micro-cap scams remains a real otre. 

A. Does the NASD-R agree? 

B. If “recidivist” brokers are still in the system, where did the 1990 Act fall short? In 
other words, what additional steps should be taken to reduce the problem of repeat 
offenders? 

ANSWER: 

A. While we have seen instances of repeat offenders, there is no statistical data that would 
accurately reflect the scope of fiaudulent activity on the part of repeat offenders as a 
percentage of all individuals disciplined for sales practices. 

B. NASDR’s Enforcement program includes a specific review of prior disciplinary 
history of an individual in assessing the sanctions appropriate for unlawful activity. In 
addition, we believe that it is important to ensure that investors have information 
available to them regarding past violators. NASD Regulation plays a vital role in 
ensuring that this information is available. The disciplinary history of each violator is 
recorded in our Central Registration Depository and is available to all regulators and 
member firms. Investors may obtain such information through use of the NASD’s toll 
free hotline. On September 10, 1997, the SEC approved our new Conduct Rule 2280, 
effective January 1, 1998. This rule requires NASD members that carry customer 
accounts to provide customers with the following information in writing at least every 
year; 1 ) The NASDR Hotline number, 2) the NASDR web site address, and 3) a 
statement regarding the availability to the customer of an investor brochure that describes 
the NASDR Public Disclosure Program. We also have a broad investor outreach 
campaign to ensure that investors are fully informed about the availability of this 
information, which is described more fully in the answer to Question 3, above. Our 
efforts to focus on recidivist brokers include other major regulatory proposals. For 
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example, on September 11, 1997 we filed with the SEC a new rule that would require 
brokerage firms to tape record all of their brokers phone calls with investors if a certain 
percentage of their brokers were employed by a firm that has been expelled or had its 
broker dealer registration revoked for sales practice violations. This proposal 
complements our other efforts in this area, which include providing better regulator and 
investor access to information on past violations, punishing repeat violators more heavily, 
and more closely monitoring firms that hire past violators. Coupled with these efforts, 
the NASD has a rigorous process in place that makes it difficult for expelled members or 
barred brokers to re-enter the industry. Where barred brokers reappear as promoters and 
officers of companies that are suspected of wrongdoing and are beyond our jurisdiction, 
we will refer those cases to the SEC and other enforcement agencies. 
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9. Another aspect of the same problem is what the 1990 House Report terms the “cloning” of 
penny stock firms whereby “ [l]arge peimy stock brokerage firms become training grounds 
for a new generation of promoters who then set up hundreds of identical operations.” The 
report asserts, “ [u]nder current law, it is not difficult for a firm, once shut down, to emerge 
once again or even to multiply.” 

A. Is the NASD-R still grappling with the problem of cloning? What new tools - new 
rules or regulations - if any, does the NASD-R need to prevent “ cloning” ? 

B. Does the NASD-R have an opinion as to the merits of extending the NASD-R’s reach 
to promoters of micro-cap stocks that fall outside the $5 penny stock definition? 
Would the NASD-R support such an extension? 

ANSWER: 

A. The difficulty in this area is that brokers who work at firm that is subject to a major 
disciplinary action may then become employed at another broker dealer, sometimes set up 
by those who owned the firm subject to sanctions. On September 1 1, 1997 NASD 
Regulation filed with the SEC a significant proposal in this area. Our new rule< if 
approved by the SEC, will require a brokerage firm to tape record all customer sale calls 
if a certain percentage of brokers were employed by an expelled brokerage within the last 
two years. The taping rule defines an expelled firm as one that has been expelled fi-om a 
securities industry self-regulatory organization, or has had its registration revoked by the 
SEC, for sales practice violations or telemarketing abuses. The threshold percentage of 
brokers fi-ora a disciplined firm that would require recording will vary fiom 40% for a 
small firm to 20% for a large firm. Under the proposal, every firm will be required to 
conduct a quarterly review to determine whether there must be taping. A press release on 
the taping rule is attached. 

NASDR also brings disciplinary actions against specific individual registered 
representatives to attack the problem of cloning. It is through this enforcement tool that 
individual registered representatives acquire disciplinary histories. Brokers with prior 
disciplinary histories are subject to heightened supervision requirements. See Notice to 
Members 97-19, attached. For example, NASDR recently filed a detailed complaint 
against 33 former principals and brokers of Stratton Oakmont. In A.R. Baron & Co. Inc. 
20 individuals were charged primarily with sales practice abuses, complaints have been 
brought against approximately 25 former Hibbard Brown salesmen relating to sales 
practice violations, 13 principals and salesmen v/ere charged in Sterling Foster & Co., 

Inc, 37 registered individuals were charged in H. J. Meyers & Co., Inc relating to 
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overcharging customers and 29 individuals from GKN Securities were charged with 
similar violations. Press material on issued decisions is attached. 

B. NASD Regulation’s primary responsibility is to review the activities of member 
firms and registered representatives. We have an effective referral process with the SEC, 
and other regulators, including the criminal authorities when we see unlawfril activity by 
those not within our jurisdiction, such as promoters of microcap issuers. With regard to 
the limits of the current SEC rules regarding the sale of penny stocks, we refer you to the 
answer to Question 4.C regarding our continuing discussions with the SEC on this issue. 
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10. Mr. Borg testified about the difficulties of rooting out those responsible for the Stratton 
Oakraont scam -- a very troubling case study. 

A. Briefly tell us what role the NASO-R played in expelling Stratton Oakmont and 
whether NASD-R’s action preceded or followed that of the states; and whether the 
NASD-R coordinated its proceedings with those of the SEC and the 19 states? 

B. In what ways, if at all, can the NASD improve its enforcement efforts with the states 
and the Commission? Can you share discovery with each other? Would it be to your 
advantage to do so? Why/why not? 

C. More generally on the issue of NASD-R enforcement, please tell us whether the 
NASD-R focuses its enforcement efforts against individuals or firms! Do you think 
individual actions bear more fruit than actions directed at firms rooting out the 
underlying cause of penny stock scams, that is, unscrapulous brokers? Do you see a 
greater enforcement effort in the future directed at individuals? 


ANSWER: 

A. NASDR was responsible for expelling Stratton Oakmont, Inc. from membership, 
which it did in December of 1996, the first regulator to expel them from doing a securities 
business everywhere in the US. That action was a result of a disciplinary action taken by 
the Association against the firm, Daniel Porush, its president and Steven Sanders, its head 
trader charging customen fraudulent markups and for deficient supervision to prevent the 
violations from occurring. In addition to the expulsion, Porush and Sanders were both 
barred from the securities industry. The NBCC also ordered the firm to pay over 
$400,000 in restitution to customers, fined the firm $500,000, Porush $250,000 and 
Sanders $25,000. Porush and Sanders have appealed the decision to the SEC. The SEC, 
at the NASDR’s urging, denied a stay of the National Business Conduct Committee’s 
expulsion and bar orders. 

At the time of this action, many slates, the SEC, and NASDR had taken prior actions 
against the firm. The decision noted the prior actions and expelled the firm - in part - 
because of 

“the number and gravity of the firm’s relevant prior disciplinary incidents. 

We find that this history establishes a coherent pattern of willful disregard 
for regulatory requirements and regulatory authority, as well as a failure of 
lesser steps to remediate the firm’s conduct.’’ 
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Ni^SDR relgularly coordinates its activities with the SEC and the states. Stratton had 
been the subject of many meetings and conversations among the various regulators. Press 
material on this case is attached 

B. As noted above, we have an active referral process with the SEC, the states, and the 
criminal authorities. In addition, we exchange information and regulatory intelligence on 
a continuing basis, and are permitted to share infornuttion on particular matters through a 
grant of access. We believe the coordination and sharing of information provides for hur 
regulation and efficient enforcement by the various regulators. We are active participants 
at NASAA and SEC conferences, during which we share regulatory methods and 
intelligence. 

C. NASDR focuses its enforcement activities on both individuals and firms. We are 
keenly aware of the foct that an investor deals with the individual broker, and the broker 
must comply with our rules to effectively protect the investor. We also scrutinize 
carefully the supervisory activities of those individuals in die brokerage firm who are 
responsible for overseeing the activities of the individual registeted representative. 
Finally, we4mpose significant sanctions against firms that violate our rules, or fiiil to 
adequately siqiervise its sales force. NASDR is committed to pursuing cases against 
individual brokers who have abused the public trust by engaging in serious sales practice 
violations. As stated earlier, NASDR reccndy filed a detailed complaint (more than 100 
pages in length) against 33 former principals and brokers of Strattrai Oakmont. The 
compUint identifies at least 70 specific customers who were victimized by these brokers. 
In ai^tion, there are pending settlements against several additional brokers fo’ similar 
violations. While these cases take considerable time to develop, NASDR believes it is 
critical to not only rid the securities industry of miscreant firms and their principals but to 
specifically target the individual registered representatives who directly committed these 
violations. This is not the first case in which we have named a large number of registered 
representatives for sales practice violations. In A.R. Baron Co . Inc. 20 individuals 
were charged primarily with sales practice abuses. Complaints have been brought against 
23 framer Hibbard Brown salesmen relating to sales practice violations. IS principals and 
salesmen wrae charged in Sterling Foster & Co .. Inc, 37 registered individuals were 
charged in H. S. Meyers & Co., Inc and 29 individuals fiom GKN Securities were 
charged. Press material on issued decisions is attached to the answer to Question 9. A. 
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1 1 . Pursuant to the 1990 Penny Stock Reform Act, the Conunission adopted rules requiring 

brokers to give customers specific information before the sale about the market for petmy 

stocks and the broker’s compensation. 

A. Please describe the kind of information that must be disclosed in the penny stock 
context? 

B. How does the NASD-R monitor compliance with this rule to gauge its efficacy? 

C. Arguments against rules such as these are either that the broker conveys the 
information q^er the sale, so the investor never really considers it prior to 
committing, or, if the broker gives it out prior to the sale, the broker down plays its 
significance with a line like “hey, its a &st changing market place, what’s in a piece 
of paper is only so useful” , thereby pressuring a transaction. And, moreover, the 
broker has created a record for herself because she can point to the fact that she buried 
the customer with paper. Do these arguments have any merit? 

D. What percentage of the NASD-R’s micro-cap prosecutions is predicated on failures to 
disclose the kind of information the rule requires? 

E. Chairman Levitt’s statement notes that “ [t]he Commission today sees mote fraud in 
mostly lower-priced Nasdaq-listed securities and in securities valued at $5 or more.” 
Why is that? Should the penny stock rules be ratcheted tqnvards? 

ANSWER: 

A. In transactions subject to the SEC Penny Stock rules, the brokerage firm must inform 
the investor of the bid and offer for the security and the number of shares to which the 
quoted prices apply; the brokerage firm’s compensation for the trade; and the 
compensation received by the individual registered representative for the trade. In 
addition, the brokerage firm is required to give the investor a risk disclosure statement 
and, with certain exceptions, a suitability statement and obtain the investor’s signature on 
each of these documents prior to the first trade in a petmy stock. Finally, the brokerage 
firm is required to send the customer a monthly statement that gives an estimate of the 
value of each penny stock in the account 

B. NASDR reviews for compliance with the 1990 Penny Stock Reform Act in routine 
examinations through the use of Examination Module IX, the Sales Practice Module. 
Among other things, prior to conducting an on-site inspection of a broker-dealer the 
examiner reviews reports filed by the firm. During the review, the examiner identifies all 
securities reported at a price below $5.00 that appear to be penny stocks. The examiner 
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also reviews the monthly Rule 15c2-l 1 reports for Bulletin Board and pink sheet issues 
that the firm recently initiated or resumed quotations for, in order to identify a potential 
sample of penny stocks. 

While in the firm the examiner generally gives a Penny Stock Questionnaire to a principal 
for completion. The examiner determines what procedures the firm uses to comply with 
the Rules, and obtains copies of the risk disclosure document, suitahility form, purchase 
agreement and supervisory procedures used by the firm. 

Other areas generally addressed during the examination include: (1) the name of the 
individual responsible for supervising both sales and trading of penny stocks; (2) the 
minimum standards the firm has, if any, for approving a customer as suitable for 
transactions in penny stocks; (3) whether the firm underwrote any new issues of penny 
stocks in the past two months; (4) whether the firm is a market maker in any penny stock; 
(5) how the firm obtains suitability information concerning the customer’s financial 
situation, investment experience and investment objectives; (6) how the suitability 
statement is delivered to the customer; (7) who monitors receipt of the signed suitability 
statement; (8) where the signed suitability statements are maintained; (9) how the written 
purchase agreements are delivered to customers; (10) who monitors receipt of signed 
written agreement; and (11) where the signed written agreements are maintained. 

Using specially prepared worksheets, examiners determine whether Rule 15g-3, relating 
to disclosure of quotations, is complied with. Generally, the examiner completes a 
separate worksheet with respect to customers who were identified during the examination 
process for each of several penny stocks also identified during the examination. Using 
customer and security specific information the examiner determines whether the broker 
dealer disclosed to each customer, either orally or in writing prior to effecting the penny 
stock transactions, and in writing either prior to or at the time of confirming the 
transaction with respect to the penny stock, the bid and ask prices for the penny stock and 
the number of shares to which such bid and ask prices apply. 

SEC Rule 15g-4 requires disclosure of aggregate broker dealer compensation to any 
customer both prior to effecting any transaction in and at the time of confirming any 
transaction with respect to any penny stock. Specific examination steps are followed to 
ensure compliance with this rule, where it is applicable. For example, (1) the examiner 
verifies that prior to executing the transaction the firm disclosed to the customer the total 
remuneration the firm would receive; (2) the examiner verifies that compensation 
information was also disclosed in writing prior to or at the time the confirmation was sent 
to the customer; and (3) the examiner identifies any deficiencies on the part of the firm to 
maintain a record of all written or oral disclosures made to the customer under SEC Rule 
17a-4. 
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SEC Rule 1 5g-5 requires disclosure either orally or in writing prior to effecting, and in 
writing either prior to or at the time of confirming, the transaction, the aggregate amount 
of cash compensation that certain associated persons of the broker dealer will receive to 
the extent that compensation is determined at or prior to the time the transaction is 
effected. Addition^ly, infixmation concetnii^ any compensation that is paid to the 
associated person by someone other than the broker dealer must be sepantely disclosed. 
Under this rule, the written disclosure must disclose the existence of any contingent 
payments that are not determined at the time of the trade. 

In reviewing for compliance with this rule, examiners use sf^ially designed worksheets 
to gather relevant information and to detomine whether prior to executing the 
transaction, the firm disclosed to the customer the aggregate amount of any cash 
compensation the associated person had or would receive in connection with the 
transaction. The examiner also verifies that this information was disclosed in writing 
prior to or at the time die confirmation was sent to the customer. 

If any amount of the cash compensation would be paid to the associated person based on 
some ftiture contingency such as sales volume, examiners determine whether the written 
disclosure made in connection with the confirmation states this fact and describes the 
basis upon which such qompensation is determined. 

Finally, the examiner identifies any deficiencies on the part of the firm to maintain a 
record of all written and oral discl(»ures made to the customs under SEC Rule 17a-4. 

C. As noted above, specific information must be disclosed before the sale. While a 
broker could attempt, in certain circumstances, to argue that such disclosure has created a 
record for him, this possibility is &r outweighed by the benefits an investor obtains 
through the receipt of this required disclosure. We have attached Schedule 15G, which 
sets out the required disclosure under Exchange Act Rule 1 5g-2. With regard to the 
broker &iling to provide the customer with adequate disclosure, and attempting to 
circumvent the P^y Stock rule requirements, we have obsCTved that condua and 
recently issued a decision in La Jolla Capital Company imposing sipiificant sanctions for 
such conduct, attached for your review. Please note that this decision is not final, and is 
subject to appeal to the NASD’s National Business Conduct Conunittee. 

D. The Report by the Staff of the Secvrities and Exchange Commission on the Rule 
I5c2-6 (Febniaiy 8, 1991) covets an examination sweep by the SEC, NASD, and the 
State of Florida. That sweep was cmiducted on the SEC’s Rule 1 5c2-6, which has since 
been superceded by the 15g Rules. It carried out 188 examinations involving 144 
different broker-dealers and found that 43 of the 188 examinations (23%) revealed 
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sufficiently serious violations of the Rule to result in possible enforcement investigation. 
Subsequently, the Penny Stock Reform Act was passed and the new ISg rules were 
promulgated and enforced. As stated in the answer to question 1, the SEC, NASD and 
state regulators conducted an extensive examination sweep to check compliance with 
those new rules. The Joint Regulatory Penny Stock Examination Sweep (June 1994) 
report found widespread compliance with the Penny Stock Rules and generally 
diminished activity in stocks covered by them. Our data continue to verify the 1994 
study’s findings, with less than 1% of our cases involving violations of the Penny Stock 
rules. 

E. Nasdaq has taken significant steps to enhance the quality of its SmallCap Market. 
Specifically, as described in the answers to Question 5 above, Nasdaq proposed, and the 
SEC approved, changes to the qualitative and quantitative standards for issuers listing on 
Nasdaq in order to strengthen the Nasdaq Stock Market. These changes were particularly 
focused on the Nasdaq SmallCap Market. The rule changes materially enhance the 
threshold criteria necessary to qualify for listing, establish a $ 1 minimum bid price, 
extend the corporate governance requirements applicable to National Market companies 
to SmallCap Market companies, and add a requirement that auditors of all Nasdaq-listed 
companies be subject to peer review. We believe these changes will significantly 
enhance the quality of the SmallCap Market 

With respect to whether the Penny Stock Rules should be "ratcheted upwards," any such 
consideration should maintain the exemptions afforded to exchange and Nasdaq listed 
securities. As noted earlier, NASDR is working with the SEC to determine whether it 
would be appropriate to modify the Permy Stock Rules in order to address abuses in the 
microcap market. 
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12. We also understand that the NASD-R utilizes a system called “ stockwatch on-line price 

and volume alerts” . 

A. Can you tell us mote precisely what that system does and whether it applies to the 
Bulletin Board? 

B. If it doesn’t apply to the bulletin board, would something like it be useful? 

C. If it does apply to the bulletin board, how effective is the system in prompting early 
intervention by the NASD-R to halt trading and identify fraud on the bulletin board? 
Without giving a roadmap to future ftaudsters, what are the weaknesses in the 
system? How can it be improved? 

ANSWER: 

A. The Nasdaq Stock Market is monitored intraday by the computerized StockWatch 
Automated Tracking (“SWAT”) surveillance system, which identifies real-time 
surveillance alerts of unusual price or volume activity and related information for 
immediate follow-up by Nasdaq MarketWatch staff. Situations requiring further 
regulatory review are referred to NASD Regulatim, Inc. SWAT compares real-time 
market activity against a 100-day statistics metric that is stored and continuously updated 
on each security in order to determine abnormal movement. The system also stores 
information as to how market activity in each security relates to the Nasdaq composite 
index and considers this relationship to determine relative abnormal behavior. The 
SWAT model also receives a feed of five major news wires (Dow Jones, Reuters, 
Business Wire, PR Newswire, and PIR), the news headlines are coded with the security 
symbol and the absence or presence of news is taken into account when determining 
abnormal market activity. The SWAT system does not monitor securities that are traded 
on the OTC Bulletin Board. 

B. An on-line system with regard to securities that are traded on the OTC Bulletin Board 
would be useful in detecting unusual intraday market activity in these securities. From a 
practical standpoint, the current off-line “OTC Surveillance System” utilized by NASD 
Regulation, Inc. provides a significant number of regulatory breaks that identify potential 
fiaudulent trading. This system produces weekly surveillance alerts for securities 
exhibiting unusual activity during 5, 20, and 40-day intervals. The NASD is currently 
studying options that would enable us to halt quotes and trading in OTC Bulletin Board 
securities under specific circumstances. If implemented, a trading or quote halt authority 
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would likely need to be supported by an intraday surveillance system for the OTC 
Bulletin Board. 

C As indicated above, the current On-Line Surveillance System does not ^ply to OTC 
securities, nor does the NASD currently have the authority to halt trading in non-Nasdaq 
securities. 



504 


30 


13. What is the surveillance strategy developed by the NASD-R to prevent fraud on the 
Internet? How does it work? 

ANSWER: 

The Market Regulation Department’s fraud surveillance protocol requires all regulatory 
alerts to be processed using basic Internet search technology. Every surveillance alert is 
the subject of a manual Internet search to identify issuer homepages and electronic 
conversation traffic, which are then analyzed for potential fraud issues. 

An advanced automated Internet surveillance prototype is currently being developed for 
identifying securities with increased Internet traffic. This prototype, named “The Internet 
Surveillance System” (also known as “NetWatch”) will monitor the Internet in search of 
individuals disseminating potentially false or misleading information about Nasdaq and 
OTC issues through this medium. The system will scan a list of web sites and Usenet 
newsgroups on a daily basis. Using advanced natural language processing tools, the 
system will identify references to companies and issues within the retrieved text and 
perform a numerical analysis on the frequency of citations to determine if an issue has an 
unusually high level of discussion. These will be presented to the fraud surveillance 
analysts as “Notifications.” The staff will analyze the data that generated the notification 
and search through hyperlinked texts to determine if potential regulatory issues requiring 
further review are present. The system will also archive Internet data so that if an issuer 
deletes information from its homepage, the analyst will be able to retrieve historical data. 
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1 4. Has this surveillance strategy been effective? 

ANSWER: 

The current fraud surveillance protocol utilized by the Market Regulation Department has 
been effective in identifying potential regulatory issues. The staff has investigated a 
number of issuers whose Internet home pages contained false and misleading information, 
which, because of our jurisdictional limitations, were immediately referred to the SEC. 
During 1997, the fraud surveillance staff referred a number of matters involving potential 
fraudulent conduct to the SEC. These include suspicious issuer homepages, Internet web 
sites that disseminated suspicious stock recommendations, Internet trafiSc that contained 
price projections, and potentially false and misleading information. 

The NetWatch system is anticipated to begin a testing phase of production in January 
1998. This system will provide a more effective and standardized approach when 
searching the Internet and will be proactive in detecting potential fraud on the Internet. 
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15. To what extent is the Internet used for legitimate securities transactions by honest market 
participants? 


ANSWER: 

The Internet has helped democratize the investment process by providing widespread 
access to even the most specialized information, thus leveling the playing field for many 
individual investors. There are a growing number of very reputable firms who utilize the 
Internet to provide their clients with easier access to brokerage services. However, given 
the speed of the evolution of the Internet, and the breadth of the population that has 
access to it, and the many ways in which it now being used, we have no way of accurately 
measuring the extent of legitimate securities transactions that are related to the Internet. 
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1 6. There has been considerable press about the demise of A.R. Baron — a firm that was 
indicted in May 1 997 by a New York State grand jury for defrauding investors of $75 
million - and the fact that Bear Stems processed trades for A.R. Baron, as a clearing firm. 
The Subcommittee understands that the New York Stock Exchange has adopted a rale 
requiring clearing firms to notify introducing brokers about available supervisory and 
compliance reports compiled by the clearing firms that could show irregularities on the part 
of introducing brokers — such as excessive commissions or churning. 

A. Does the NASD-R support these reforms? 

B. Does the NASD-R expect them to go into effect? 

C. Does the NASD-R encourage all SROs ~ like the NASD — to adopt similar rales? 

D. Is the NASD considering adopting similar reforms? If so, when? 

-kNEWER: 

A. The NASD has been working with the SEC and the NYSE on rule proposals 
concerning the relationship between clearing firms and their client introducing firms. 
These proposals would require clearing firms to provide information that will allow self- 
regulators to better monitor the activities of the firms on whose behalf they clear trades — 
“introducing firms.” Under our proposal, clearing firms will be required to report to the 
NASD or other Designated Examining Authority certain written complaints that they 
receive on activities of the introducing firm, and forward all complaints received to the 
introducing firm. The clearing firm will also be required to make available to its 
introducing firms reports and analyses of the introducing firm’s own activities. 

B. It is our understanding that the NYSE’s proposed amendment to its Rule 382 was 
approved by their Board on September 4, 1997, and that the NYSE’s amendment is now 
pending approval at the SEC. As explained in D. below, the NASDR Board has approved 
our proposed rule change and it has been filed with the SEC. 

C. If rules are adopted by the NYSE and the NASD, virtually all securities firms in the 
US will be covered by those rules. 

D. The NASDR Board proposed amending our Rule 3230 at its meeting on September 
22, 1997 to require the reforms described above for our members. That proposal has been 
filed for approval with the SEC and, at the same time, published for conunent in NASD 
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Notice to Members 97-79, which is attached. We expect that the SEC will shortly publish 
the proposal for public comment in the Federal Register. 
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17. In March 1 996, a working group of the NASD, the New York Stock Exchange, the North 
American Securities Administratois Association and the SEC issued a joint report entitled 
“ Joint Regulatory Sales Practice Sweep: A review of the Sales Practice Activities of 
Selected Registered Representatives and the Hiring, Retention, and Supervisory Practices 
of the Brokerage Firms Employing Them” . As its title suggests, the report recorded the 
results of the hiring and recruiting practices of over 100 small and medium size brokerage 
firms, by making “ specific recommendations aimed at improving brokerage firms” thereby 
creating “ improvements in the prevention and detection of sales practice abuses.” Among 
the recommendations of the report are tying Ixanch manager compensation to the 
manager’s effective supervision of registered refnesentatives, more stringent hiring 
procedures with greater scrutiny into the kinds of securities sold by the ^licant while with 
a previous firm. 

A. What is the ctrrrent status of these recommendations? Is there a formal process by 
which they ate being implemented? What kind of follow-up is being done? 

B. In the year and a half since this report was issued, can you offer an opinion as to 
whether the report’s “ specific recommendations” has, in fact, ‘‘result[ed] in 
improvements in the prevention and detection of sales practice abuses” ? What mote 
ne^ to be done? 

ANSWER: 

A. The NASD Notice to Members 97-19 (attached to the answer to Question 9.A) in April 
of this year provided a joint memorandum with the New Y ork Stock Exchange that 
addtes^ the recommendations of the Joint Regulatory Sales Practices Sweep Report. 
One major recommendatitm of that report was that the firms “must be reminded about 
their obligations to properly supervise the activities of registered persons and that the 
Commission, the SROs, and the state securities regulators will continue to closely 
monitor during examinations firms' supervision whenever sales practice weaknesses, 
deficiencies, or apparent violations are detected.” Notice to Members 97-19 provided that 
reminder and an in depth discussion of how firms can provide the heightened supervisory 
procedures covered in the sweep report in the areas of disciplinary history, development 
and implementation of special supervision, develtqring and implementing heightened 
supervisory procedures, and suggestions for standard supervisory procedures. Our 
examination program monitors broker dealers to ensure compliance with the guidance 
contained in the Notice to Members. 

B. We believe that the report and the subsequent guidance provided in the Notice to 
Members has had a positive effect on the prevention and detection of sales practice 
abuses, but caimot quantify that effect. 
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1 8. Chairman Levitt’s statement indicates that the Commission’s staff is studying how to 
amend rule I5c2-l 1 - the rule designed to prevent the publication of stock quotations on 
the OTC bulletin board and pink sheets that may be used in fraudulent schemes. As the 
statement notes, that rule requires a broker - before publishing the initial qiuitatioo for a 
particular stock or after a trading halt - to review the issuer’s most recent balance sheet, 
profit and loss and statements and to examine whether there is any relationship between the 
broker-dealer and company irrsiders. 

A. How is this rule enforced? 

B. What possible amendment does the NASD-R envision? 

ANSWER: 

A. SEC Rule 1 5c2- 1 1 is enforced throu^ the examinatitm and «iforcement efforts of 
both the SEC and the NASD. Please see the answer to Question 1 IB for a description of 
how the rule is enforced. 

B. We are studying this rule with the SEC, and reviewing the type of information that is 
required to be reviewed, and whether such information should be updated on a more 
regular basis. Rule 15c2-l 1 is an SEC rule and all amendments to it must be proposed by 
the SEC. 
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SUPPLEMENTAL QUESTIONS FOR THE RECORD 
OF RANKING MINORITY MEMBER JOHN GLENN 
Hearing Before The 

U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
September 22, 1997 
Fraud In The Miao-Capital Markets. 

Including Penny Stock Fraud 

BARRY R. GOLDSMITH 
Executive Vice President 
NASD Regulation, Inc. 


1 . With respett to miao-cap fraud, please provide figures for each of the past five 
years on the number of actions, disciplinary proceedings and investigations 
initiated by the NASD against: 

A. Individuals; and 

B. Firms. 

The data should include, but not be limited to; (1) De minimis letters; (2) 
Letters of caution; J3) Letters of future observance and compliance; (4) Staff 
interviews: (5) Letters of acceptance; (6) Censures; (7) Suspensions; (8) Bars, 
revocations, expulsions; and (9) Fines (please identify how many of the fines 
were the only disciplinary action and how many were combined with other 
disciplinary action). 

ANSWER: 

Because the term “microcap fiaud” is not a statutorily defined term and does not enjoy a 
standard definition, our systems do not track disciplinary actions that involve mierocap 
fraud. We have submitted below the data requested based on individual and firm 
categories on the requested break out of all of our disciplinary actions. 
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NASD Disciplinary Statistics 
1993 to September 1997 


Complaints & AWCs 
Authorized* 







Decisions Rendered 

239 


313 

354 

■tV*M 

1558 

Offers of Settlement 

Accepted 

169 

203 

183 

197 

220 

972 

AWC Accepted 

520 

517 

412 

351 

327 

2127 

Firms Expelled 

5 

7 

8 

16 

14 

50 

Firms Suspended 

4 

7 

9 

11 

18 

49 

Individuals Barred 

334 

394 

412 

364 

404 

1908 

Individuals Suspended 

188 

204 

196 

221 

228 

1037 

De Minimis Letters** 

0 

27 

75 

238 

363 

703 

Letters of Caution 

1356 

2141 

1627 

1811 

1768 

8703 

LOFOC** *** 

0 

0 

0 

0 

4 

4 

Staff Interviews/Compliance 
Conferences 

16 

51 

56 

53 

152 

328 


* AWC - Admission, Waiver and Consent 


** The practice of issuing these informal actions has been discontinued and is now part 
of the staff’s Letter of Caution process. 

*** LOFOC - Letter of Future Observance and Compliance 

Censures and fines are not categorized separately because our formal disciplinary actions 
(complaints, AWCs, decisions, offers, expulsions, suspensions, and bars) will in almost 
all cases include censures, as well as fines where appropriate. 
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2. Should the NASD be working more closely with the Department of Justice and 

state and local authorities to refer more of its cases for criminal actions? 

A. If not, why? 

B. If so, what is being done to achieve that and what is the timeuble for 
implementing those efforts? 

ANSWER: 

A & B. The NASD works very closely with the Department of Justice and state and local 
criminal authorities. Not only do we refer cases for criminal prosecution where 
necessary, we have provided staffing and expertise to the criminal authorities in their 
prosecution of their cases that result from our referrals. There are a number of ways in 
which we work with Justice and other law enforcement authorities, and our work with the 
FBI in New York is illustrative of how this work is carried out. 

Late last year, federal prosecutors in New York indicted 45 stock promoters, executives 
and brokers for making or accepting bribes to promote the stock of certain issuers. Some 
of these bribes exceeded $100,000 and represented as much as 40% of the value of the 
transaction. NASDR lawyers and examiners in our New Yoric and Washington offices 
contributed hundreds of hours to this cooperative effort. In addition to this substantial 
personnel commitment, we provided market information, technical expertise, and other 
assistance that contributed to the success of this undercover sting operation. In addition 
to these criminal prosecutions, NASDR also brought its own disciplinary proceedings 
against ten registered brokers implicated in the operation. 

In just four months earlier this year, NASDR’s work with the FBI, U.S. Attorneys, Justice 
Department, and state law enforcement agencies has resulted in criminal charges against 
more than 120 individuals. In November 1996, the U.S. Attorney in Las Vegas 
announced that a federal grand jury there returned securities fraud and RICO indictments 
against thirty defendants for the alleged bribery of stockbrokers and fraudulent issuance 
of Teletek stock, a Nasdaq SmallCap security. In February, six guilty pleas were 
unsealed in this case, bringing to twelve the number of people who have acknowledged 
their role in the scheme. Since February at least 12 others have plead guilty. For more 
than a year, NASDR examiners spent hundreds of hours working with prosecutors and 
federal agents, developing this important case. The U.S. Attorney explicitly 
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acknowledged our assistance in several News Releases publicizing these actions, which 
are attached. 

For the past several years, NASD Regulation has had a full-time examining staff assigned 
to the FBI in Newark, New Jersey. These examiners have been instrumental in helping 
the United States Attorney in New Jersey obtain criminal convictions of many individuals 
associated with low-priced stocks, including stock manipulator Richard Bertoli (100 
months in prison) and notorious stock promoter Eric Wynn. Wynn, along with four 
others, were charged in a 13-count indictment alleging criminal conspiracy, securities 
fraud and wire fraud in connection with a stock manipulation scheme. In July of 1995, 
following a six-month jury trial, Wynn was convicted on all counts and sentenced to 52 
months in prison and a $50,000 fine. Eight of his co-conspirators were convicted or pled 
guilty, most being incarcerated. Commenting on our role in this case, FBI Director Louis 
Freeh commended NASD Regulation for the “vital role” it played “during several 
substantial investigations involving the securities markets.” Freeh called the work of 
NASD Regulation staff “tireless” over the last several years, and added that they 
“contributed immensely to the convictions of more than 30 persons.” In December, five 
NASD Regulation staff were awarded formal commendations by the FBI in connection 
with this matter. 

As recently as this week, the U.S. Attorney in Newark announced indictments against 
eight brokers at L.C. Wegard for alleged roles in a boiler room operation, where investors 
were induced to buy high risk over the counter stocks through deceptive sales practices. 
All of the defendants were previously worked at Hibbard Brown & Company. The U.S. 
Attorney’s announcement, which is attached, explicitly acknowledged NASDR’s work in 
the bringing of the case. 

Also this week, the U.S. Attorney for the Eastern District of New York announced the 
unsealing of a complaint charging 13 people with securities fraud and money laundering 
in connection with Hampton Capital Management. NASDR’s extensive assistance to the 
case is described in the U.S. Attorney’s Press Release, which is attached. 

NASDR has taken a leadership role in training and meeting with federal, state, and local 
prosecutors to interest them in our cases and educate them about potential criminal abuses 
in our markets. We have strong institutional relationships with these agencies and 
regulatory intelligence flows frequently between us. For ercample, begiiming in 1996, our 
New York District ofBce began a series of meetings with the FBI s New York Regional 
Office. Our District staff have provided these FBI representatives with securities firm 
examination reports, as well as making our most knowledgeable personnel available to 
the Bureau for interviews. We provided, and will continue to provide, the FBI with 
training and information about firms that we suspect arc involved in criminal activity. 
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In December of last year, NASD Regulation organized a meeting with law enforcement 
agencies and securities regulators in the New York area to address the problem of 
criminal activity in the securities industry. Attending were representatives from thirteen 
different law enforcement and regulatory agencies, including three U.S. Attorneys offices 
and the FBI. 
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3. Everyone seems to agree that more must be done to combat recidivism and 
cloning. Yet, except for the states, we don’t hear much about trying to toughen 
sanaions against brokers and putting more efforts into disciplining individual 
brokers, rather than limiting disciplinary proceedings to the firms and principals. 

Stratton-Oakmont is a notorious example. Eventually, the NASD barred the 
firm, the CEO and the chief trader. Yet, all of the other traders were ignored 
and some have moved on to bilk investors at other firms. At the same time, the 
state of Georgia enacted proceedings against nearly 60 Stratton agents. 

Why is there such a discrepancy? Shouldn't the national regulatory bodies put 
more emphasis on disciplining individual brokers? 

A. If not, why not? 

B. If so, what is being done, and what is the timetable for implementing those 
efforts? 

ANSWER: 

A and B. NASD Regulation is committed to pursuing cases against individual brokers 
who have abused the public trust by engaging in serious sales practice violations. In this 
regard, NASD Regulation recently filed a detailed complaint (more than 100 pages in 
length) against 33 former principals and brokers of Stratton Oakmont. The complaint 
identifies at least 70 specific customers who were victimized by these brokers. In 
addition, there are pending settlements against several additional brokers for similar 
violations. While these cases take considerable time to develop, NASDR believes it is 
critical to not only rid the securities industry of miscreant firms and their principals but to 
drill down to the individual registered representatives who directly committed these 
violations. This is not the first case in which we have named a large number of registered 
representatives for sales practice violations. In A.R. Baron & Co . Inc. 20 individuals 
were charged primarily with sales practice abuses. Complaints have been brought against 
25 former Hibbard Brown salesmen relating to sales practice violations, 15 principals and 
salesmen were charged in Sterling Foster & Co .. Inc., 37 registered individuals were 
charged in H. J. Meyers & Co., Inc and 29 individuals from GKN Securities were 
charged. 



517 


43 


4. In your testimony, you note that the firm of D.H. Blair overcharged its 
customers and engaged in fraudulent pricing activities. Yet it appears that the 
only sanctions that were leveled were financial. The firm was allowed to stay in 
business and so were all of the brokers, including the CEO and the lead trader - 
who only had to pay fines. 

Yet, the company committed some very egregious and willful acts. As your 
testimony indicates: 

The firm charged excessive markups in 16 Nasdaq Small 
Capsecurities whose Initial Pubic Offerings (IPOs) were underwritten 
by D.H. Blair Investment Baking Corp. NASD Regulation found 
mark-ups greater than 10 percent (a level considered fraudulent) in 
14 of the 16 securities that D.H. Blair Investment Banking 
Corporation had underwritten. D.H. Blair placed virtually all of the 
offerings with its own customers and controlled the after-market 
trading in all 16 securities, in some cases for up to four and a half 
months after the IPO effective date. 

A. Why shouldn’t people like this be barred? 

B. Should the regulatory agencies invoke stronger sanctions against rogue 
brokers and firms? 

C. If not, why? 

D. If so, what is being done to develop stronger sanctions and what is the 

timetable for implementing the sanctions? 


ANSWER: 

A. The DH Blair case involved excessive markups charges and the control of certain 
aftermarket trading, rather than sales practice abuses by individual registered 
representatives. Through a settlement, in which the firm and the individuals neither 
admitted nor denied the allegations, NASD Regulation made findings that the Chief 
Executive Officer and the head trader were responsible for the pricing of these securities. 
The CEO and the head trader were each suspended in all capacities for periods of 60 and 
90 days, respectively, as well as fined a total Of $525,000. A suspension in all capacities 
effectively ‘bars’ the person fit>m association with any member firm for that period of 
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time. While these individuals w^ere not barred from the industry for life, the sanctions 
imposed are significant. As a general matter, a bar from the securities industry for life 
would result when an individual has an extensive disciplinary history, or has engaged in 
intentional fraudulent and egregious conduct directly with customers. None of the 
individuals named in the case have prior disciplinary histories. In addition to the 
sanctions, all of the individuals named were required to re-take the requisite qualifications 
examinations before returning to the industry. 

B, C, and D. The current enforcement program at NASD Regulation provides for 
significant sanctions against brokers who intentionally violate the NASD rules and the 
federal securities laws. We periodically review our sanction guidelines to determine if 
any particular guidelines should be adjusted, and are in the process of concluding such a 
review currently. We continue to impose significant sanctions in appropriate cases. 
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5. What specific steps does the NASD plan to take in furtherance of a "zero 
tolerance" policy for micro-cap fraud, and what is the timetable for 
implementing those artions? 

ANSWER: 

NASDR is actively considering several regulatory initiatives to address the abuses we see 
in the microcap market. The effort to address these concerns and to quickly develop 
meaningful regulatory proposals is a high priority for NASDR, and we are moving 
forward on these proposals in a prompt manner. 

Proposals we are considering include those that relate to the operation of OTC Bulletin 
Board, and those that relate to the quoting and sales of all OTC securities. With regard to 
the operation of the OTC Bulletin Board, our effort in this area is to ensure that investors 
have adequate information about the issuers that are quoted on this system. Thus, one 
proposal we are studying would limit quotation on the OTCBB to the securities of issuers 
that file periodic financial reports with the SEC or bank or insurance regulatory 
authorities. 

We are also considering several initiatives that relate to the sales and quoting of all OTC 
securities. One proposal would require that a broker review the current issuer financial 
information, prior to making a recommendation in an OTC security. We are also 
reviewing ways to ensure that an investor in the OTC market is provided with information 
about that market and how if differs fi'om the Nasdaq listed market. In addition, we are 
also reviewing ways to strengthen the rules that relate to the review of issuer information 
prior to the initiation of a quotation, and the provisions that apply to the sale of penny 
stocks. We have discussed many of these proposals with our SRO committees and have 
obtained their input. They will be considered by the NASDR Board of Governors in the 
near fiiture. Prior to their submission to the SEC, they will likely be issued for comment 
by our members and the public. 
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6. In many instances, states take action to bar a firm and/or an individual and then 
those actors simply move to another state and continue to bilk investors. Often, 
the national regulatory agencies are slower to take aaion. 

Should there be some mechanism put in place to ensure that once a bad actor is 
sanctioned by a state, investors across the nation can be proteaed? Do you 
support the suggestion made by Mr. Borg, representing NASAA, that the SEC 
should interpret section (3)(a)(39) of the Exchange Act, imposing statutory 
disqualifications, to apply to state actions? 

If not, why? 

ANSWER; 

The NASD does not believe that a sanction by one state should automatically be applied 
nationally. The state securities regulators themselves do not automatically bar individuals 
for other state violations, and extending a violation nationally is even more significant. 

We note similar treatment of state criminal and civil judgments by other state and federal 
Jurisdictions. 

Revocation of a individual’s ability to earn a living is a very serious matter that we 
believe deserves careful attention to the balance that must be struck between the speed of 
prosecution and the procedural safeguards afforded to those accused of abusive conduct. 
States differ in the amount of procedural protection that must be afforded those accused 
of violating their securities laws and regulations and in the level of sanctions that they 
impose. National regulators such as the SEC and NASD operate under different legal 
procedures. The SEC operates under procedures established under federal law, and the 
NASD’s rules are reviewed and approved by the SEC under standards set out in federal 
law. 
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7. Everyone recognizes that there are shortcomings associated with the quality and 
quantity of information that investors can get from the CRD. We know that 
the NASD has been slowly making progress on improving the quality and 
quantity of information available to consumers. Please provide a detailed 
description of the changes that will be made to the data colleaion and reporting 
activities associated with the CRD and a timetable for when the changes will be 
in place. 

ANSWER: 

NASD Regulation’s Public Disclosure Program (PDP) provides investors with 
information on brokers and brokerage firms-all of which is culled from the CRD. 

Key Dates: 

May 1988 — PDP begins by providing investors, who request in writing: 

• Final Disciplinary action(s) related to securities or commodities 
transactions taken by federal, state, or SROs. 

• Criminal convictions 

October 1991 — NASD establishes a toll free number (800-289-9999) for investors. 

January 1993 — Public Disclosure Program expands to also disclose: 

• Civil Judgments involving securities matters. 

• NASD arbitration decisions involving securities matters. 

• Pending formal disciplinary proceedings initiated by the SEC, 
state securities administrators, NASD, and other self regulators. 

• Criminal indictments and information. 

December 1996 — Investors can submit requests for information via NASDR’s web-site 
f www.nasdr.comi 

April 1997 — NASD launches a series of Public Service Announcements, in English and 
Spanish, to alert investors to the Public Disclosure Program and advise them how 
to find the information they need. 

May 1997 — Option provided investors to receive Public Disclosure report via E-mail. 

Januaiy 1, 1998 — NASD members with customer accounts must inform their customers 
in writing, at least atmually, of the Hotline number, the NASDR web site address, 
and the availability of a brochure on the Public Disclosure Program. 
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First Quarter 1998 — CRD plans to provide the public on-line query capability, via the 

NASDR web-site, of broker and firm employment-related information. 

Second Quarter 1998 — NASD Regulation will put the entire Public Disclosure database 

on-line, using Web-based technology, to provide more information, in an easy-to- 

use format, to the public. 

Separately, the NASD has asked the SEC to approve rules that would provide investors 
with even more information. In this vein, NASDR has worked with other regulators to 
expand and enhance the Uniform Forms through which brokers and firms disclose 
information to the CRD. Once the SEC approves, the Public Disclosure Program will 
also make available to the public; 

• Pending written complaints alleging sales practice violations and compensatory 
damages of $5,000 or more that have been filed within the past 24 months. 

• Pending arbitrations and civil proceedings involving securities and 
commodities transactions. 

• Open examinations that are deemed as formal investigations involving 
regulatory or criminal matters. 

• Settlements of $ 1 0,000 or more among the parties to arbitrations, civil suits, 
and customer complaints involving securities and commodities transactions. 

• Employment terminations after allegations were made involving violations of 
investment-related statutes or rules, fiaud, theft, or failure to supervise 
investment-related activities. 

• Bankruptcies that have become final within the last 10 years and outstanding 
Judgments and liens. 

• Bonding company denials of coverage, payout, or revocation. 

• Any suspension or revocation to act as an attorney, accountant, or federal 
contractor. 
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8. What, if anything, has the NASD undertaken to conduct the branch office visits 
which the GAO has identified as an important part in improving the fight 
against micro-cap stock fraud? 

ANSWER: 

The NASD, through its subsidiary NASD Regulation, has examination responsibilities for 
all of its more than 5,500 members. It conducts two distinct types of examinations. 

Cause examinations address particular problems or identified events that are brought to 
the attention of our staff through a variety of sources. Cycle examinations follow a 
periodic schedule, with frequency based on the type and scope of business conducted by 
the member, the extent of customer exposure, and past regulatory history. All cycle 
examinations are conducted on-site at the members place of business. 

NASDR’s on-site examinations cover a broad scope of NASD rules and regulations, as 
well as those of the SEC and the Municipal Securities Rulemaking Board. For example, 
NASDR examiners inspect a member's sales and trading practices, including reviews for 
suitability, unauthorized trading, churning, best execution, fair pricing, supervision, and 
fair dealing with customers. The cycle examination approach combines the major areas 
and regulatory risks of each member with global issues applicable to virtually all 
members and is executed through standard modules and instructions. Nearly 2400 cycle 
examinations will be conducted in 1997. 

The cycle examination program includes on-site examinations of branch offices. Branch 
Office examinations are selected based on specific circumstances. In 1997, for example, 
NASD Regulation considers a firm’s branch office structure in focusing on the adequacy 
of such members overall supervisory systems. Where an inspection of a main office 
indicates potential regulatory problems that raise concerns over the member’s supervisory 
systems or structures, on site examinations are conducted if appropriate of a select 
number of branch offices. In determining whether to conduct branch office examinations, 
the following areas are considered: 

• The adequacy of supervision over branch offices; 

• The adequacy of the member's daily and periodic review of transactions; 

• Whether supervisory procedures are reasonably designed to prevent and detect 
violations of SEC and NASD Rules; 

• Whether managers who produce in small or single person OSJ offices are adequately 
supervised by other designated supervisory persotmel; 

• An assessment of the effectiveness of the member's continuing education program as 
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applied to the personnel of such offices, and 
• Customer complaints, terminations for cause, employment history, or a pattern of 
misconduct. 
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9. The Penny Stock Refoim Act of 1990 required that brokers provide both oral 
and written disclosures to all prospective purchasers, and obtain signatures on 
such disclosure forms. Since one of the great concerns is that pressure tactics 
that cause misleading representations to be made to investors unfortunately are 
working, and thousands of Americans are in faa misled: 

A. Is the problem as significant as it been reported as being? 

B. Since enforcement frequently is left to the states, how many states have 
stringent disclosure requirements? 

C. Are these disclosure requirements anything more than the most meaningless 
of paper protections? For example, if only the federal govenunent has 
disclosure requirements, and the SEC devotes precious little resources to 
enforce them in the micro-cap stock fraud context, what difference do these 
requirements make in terms of setting effective standards? 

D. If the goal is to dilute the coercive or misleading effects of telephone calls at 
the outset, before the customer is “in the stream,” isn’t it important to 
aaually ensure that the full set of oral disclosures and warnings be made in 
each and every phone call between broker and customer? 

E. Should it be a federal requirement that all such phone calls be taped and the 
tapes be kept for some period so that if investors file a complaint, the 
regulatory authorities can review the tapes and ascertain whether the 
disclosures were made and take disciplinary action if they were not ? 

ANSWER: 

A. Please refer to the answer to Senator Collins’ Question 1 for the significance of this 
problem. 

B. The enforcement of the Penny Stock Reform Act is primarily the job of the SEC and 
the self-regulatory organizations. We refer you to the North American Securities 
Administrators Association for a description of the stringency of the various states 
disclosure requirements. 

C. The disclosure requirements under the Penny Stock Reform Act have had a salutary 
impact, and are not “the most meaningless of paper protections.” Please refer to the 
answer to Senator Collins’ Question l.C, 4.B, and 1 IB for the impact of the Act and its 
disclosure requirements. 
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D. We believe that the current SEC rules are effective. NASD rules require that a 
registered representative operate under a rigorous system of supervision, with more 
stringent requirements for representatives who have presented problems in the past. 

E. On September 1 1, 1997 NASD Regulation filed with the SEC a significant proposal on 
the taping of broker’s conversations with their customers. Our new rule, if approved by 
the SEC, will require a brokerage firm to tape record all customer sale calls if a certain 
percentage of brokers were employed by a disciplined brokerage within the last two 
years. The taping rule defines a disciplined firm as one that has been expelled from a 
securities industry self-regulatory organization, or has had its registration revoked by the 
SEC, for sales practice violations or telemarketing abuses. The threshold percentage of 
brokers from a disciplined firm that would require recording will vary from 40% for a 
small firm to 20% for a large firm. Under the proposal, every firm will be required to 
conduct a quarterly review to determine whether there must be taping. We believe that 
taping customer calls is a relatively burdensome and expensive requirement and should 
not be invoked absent a previous showing of problem conduct by the firm or a significant 
number of its registered representatives. 
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10. What does Congress need to do, that it has not already done, to ensure that the 
problem of micro-cap fraud is effectively controlled? Specifically: 

A. Is there certain specific additioiul authority that needs to be given to the 
SEC, the SROs and the states? 

B. Do we need to extend the jurisdiction of the Department of Justice? 

C. Are there any changes in the securities laws that would be valuable in this 
effort? 

ANSWER: 

A. We believe that wide authority granted to the SEC, the SROs and the states to make 
rules now provides sufficient authority among them to address the problems presented by 
mictocap foud. 

B. The SEC and the SROs refer cases to the Department of Justice whenever criminal 
prosecution is warranted, or the special tools of criminal investigation are called for. We 
are not aware of any cases that are not successfully prosecuted because of a lack of 
jurisdiction by the Department of Justice. 

C. While we are reviewing several regulatory rule and enforcement initiatives to increase 
our efforts to combat microcap fiaud, we do not at this time have any changes to the 
securities laws that we have identified as necessary in this ongoing effort If any such 
changes are identified, we will communicate them to you and the Senate Securities 
Subcommittee for your consideration. 
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1 1 . One year ago, a two-year investigation into the Nasdaq market and the NASD’s 
policing role ended in a settlement agreement between the NASD and the SEC. 
The SEC criticized the NASD for not having taken steps to correa a number of 
problems, despite knowing about misconduct in the Nasdaq market since 1990. 

The SEC concluded that between 1990 and 1994, the NASD, “without 
reasoiuible justification or excuse failed to enforce compliance with Exchange 
Act, the rules and regulations thereunder and its own rules." As part of that 
settlement, the NASD agreed to spend $100 million over a five year period to. 
correct certain abuses outlined by the SEC. Also, it agreed to take remedial 
steps to prevent wrongdoing in the future. 

A. What steps did the NASD agree to undertake? 

B. What has the NASD done thus far to comply? 

C. What remains to be done? 

D. Has $100 million been provided for, and how? 

E. Has the NASD begun spending that money? 

F. If so, how has it been spending the money, and does it provide the 
Department of Justice, the SEC or anyone else with an accounting that 
demonstrates compliance with that agreement? 


Answer: 

A. Pursuant to the settlement agreement between the SEC and the NASD, the NASD 
agreed to implement a series of fourteen undertakings that are specifically described in 
the SEC Order and Section 21(a) report. These undertakings generally require the NASD 
to do the following: balance its boards and certain of its committees between public and 
non-industry membership; provide NASDR with fiee access to Nasdaq records; institute 
professional hearing officers in the disciplinary process; provide for the autonomy and 
independence of the NASD regulatory staff; promulgate and apply on a consistent basis 
regulatory and other access issues; ensure the existence of a substantial, independent 
internal audit staff; design and iniplement an equity order audit trail; improve 
substantially the surveillance, examination and enforcement of order handling, trade 
reporting and firm quote compliance; propose a rule interpretation expressly making 
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unlawful anti-competitive conduct; enhancing market maker competitiveness through 
enforcement of NASD Conduct Rule 21 10; repealing the excess spread rule; and, 
retaining an independent consultant to review and report to the NASD and the SEC on the 
implementation of these undertakings. 

B. On August 8, 1997, one year after the SEC action was filed, the independent 
consultant presented his first annual report to the SEC. The independent consultant 
concluded that the NASD had completed those undertakings fliat were capable of being 
completed in one year, that three other undertakings would be completed as soon as the 
SEC approved the NASD’s new Code of Procedure (the new Code of Procedure was 
approved on August 8, 1997), and that the NASD made substantial improvements on 
those undertakings which are on-going. 

C. As reflected in the Report of the Independent Consultant, the NASD is continuing to 
implement the undertakings imposed in the SEC settlement. The NASD is continuing to 
make substantial improvements in these areas and is on schedule to implement the order 
audit trail in a timefi-ame agreed to by the SEC. 

D -F. In the order, the NASD agreed to expend $100 million on its regulatory programs 
(specifically examinations, surveillance, enforcement and internal audit). In the order, the 
SEC acknowledged that $25 million annualized (or $1 1.8 million) had been authorized 
for 1996, and that the remainder of that amount would be committed over the next five 
years. In an exchange of correspondence, the NASD and SEC agreed to what expenses 
would be considered eligible to be counted toward the $100 million figure, and how those 
figures should be calculated using the 1995 budget as a baseline. For 1997, the NASD 
has spent $20.4 million through September, and has spent $3 1.2 million since the 
inception in 1996. The independent consultant, responding to a request by the SEC, will 
undertake to monitor the calculation of the $100 million, at least for the remainder of his 
engagement. 
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12. The problem of penny slock fraud is not a new one, and the recognition that it 
is a serious problem is not new. In September, 1989, the North American 
Securities Administrators Association concluded, based on a 50-state survey, 
“Penny stock swindlers are the No. 1 threat of fraud and abuse facing small 
investors in the United States." At that time the losses attributed to penny 
stock fraud in the United States were $2 billion a year. In response. Congress 
passed the Penny Stock Fraud Act of 1990, which enhanced the regulatory tools 
available to fight penny stock fraud. 

It is estimated that penny stock fraud abuses result in sue billion dollars worth of 
losses per year, three times what the losses were before Congress passed the 
Penny Stock Fraud Aa of 1990. You tesUHed recently at a hearing on penny 
stock fraud: “Let me be blunt. There are significant problems in the over-the- 
counter market and a strong regulatory response is needed.” 

However, the NASD-R is a regulatory body. There are those who are skeptical 
of the ability of the NASD to regulate itself, that is to regulate its own members. 
That skepticism is reinforced somewhat by the perception that when the NASD 
does take discdplinary steps, its proceedings take a very long time, and any 
disciplinary action taken is less than effective, because violators are free to 
operate under another name, or as “consultants.” 

How do you respond to critics who say that the NASD lacks the will, or the 
ability, or both, to tackle securities fraud in general and permy stock fraud in 
particular? 

ANSWER: 

The NASD, with its 1649 regulatory staff and regulatory budget of $21 1 million, is the 
largest securities self-regulatory organization in the US, and has both the will and the 
ability to tackle securities fraud in general and permy stock fraud in particular. Our 
answers to the other questions posed by Senators Collin and Glenn demonstrate that we 
— along with the SEC, the other SROs and the states — are aware of the problems of 
fraud in our securities markets, have formulated thoughtful approaches to reducing it to as 
low a level as possible. We are constantly in the process of implementing and improving 
those approaches. 

We have focused on the microcap market in particular and are moving quickly to 
implement proposed regulatory reforms in that area. We have also focused enforcement 
effort on the microcap area, including, for example, the recent decision issued against La 
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Jolla Securities, and settlements reached in GKN, and DH Blair. These cases follow our 
significant earlier actions in this area, including cases brought against Stratton Oakmont, 
Hibbard Brown, and Sterling Foster. 

We understand the need for speed in the prosecution of our cases, and, as of August 7, 
1997, are operating under a new Code of Procedure, with each case assigned to a 
professional hearing officer. Those hearing officers will bring added efficiency to the 
process by hearing and disposing of motions expeditiously and actively supervising their 
cases as they progress through the disciplinary process. 

Of course, our jurisdiction is limited to registered firms and their associated persons. 
When we become aware of unlawful activity of those outside ouf jurisdiction, such as 
consultants, we immediately refer the matter to the SEC, the States, or the criminal 
authorities. 

Our focus on regulation is evident through our commitment to resources. In 1996, we 
significantly increased the number of staff dedicated to regulation and enforcement by 
adding more than 150 new positions. By the year 2000, NASDR plans to spend more 
than $100 million to enhance its systems for market surveillance and increase 
examination, surveillance, enforcement, and internal audit staff. 

We are already begiiming to see the fimits of our additional investment. In 1996, 
disciplinary actions brought by the NASD reached 1,200, an increase of 12 percent over 
the prior year. Last year 394 individuals were barred and 204 were suspended. 
Disciplinary fines collected increased by almost two-thirds and the number of firms 
expelled fi-om the NASD increased by approximately 20 percent. In addition to 
disciplinary fines, orders of restitution to investors reached $2 1 .8 million in 1996. 
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What Is The Nasdaq Stock Market? 

Nasdaq®, the fastest growing stock market in the U.S. and the world’s first electronic stock 
market, began operating in 1971. Just over 25 years later, it serves millions of investors around 
the globe, has more listed companies than any other market in the world and is the second 
largest securities market in terms of dollar volume — ahead of Lxjndon and Tokyo combined. 
Many of Nasdaq’s more than 5,500 companies are industry leaders in computers, data processing, 
pharmaceuticals, telecommunications, biotechnology and financial services. In addition, 

Nasdaq outpaces all other U.S. markets in listings of new public companies~a total of 87 
percent of all companies making initial public offerings traded on Nasdaq in 1 996. 

What distinguishes The Nasdaq Stock Market®*^ from other U.S. markets is its use of today’s 
information technologies — computers and telecommunications — to unite its participants and 
enable securities firms to compete with one another in a screen-based, floorless market. In 
addition to its use of sophisticated technology, Nasdaq is unique in its use of multiple Market 
Makers — independent dealers that compete openly with one another for investors’ orders in 
each Nasdaq security. 

Nasdaq is a quote-driven market. Market Makers post firm quotes (bids and asks) that can be 
viewed by ail other Market Makers. The best bid (highest price a Market Maker will pay for a 
stock) and the best ask (lowest price a Market Maker will sell a stock at) is called the inside price, 
and is available to all investors through broker workstations or news terminals. 

Companies listed on Nasdaq are separated into two tiers — The Nasdaq SmallCap Marker for 
small' to medium-sized companies, and the Nasdaq National Market® , for larger companies with 
higher capitalization. 

Nasdaq Is First In Company Listings Nasdaq-Fastest Growing Equities 

Market In The U.S.: 1986-1996 
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The Nasdaq Stock Market automated the trading of rton-exchange stocks, making them more 
visible and subject to improved regulation. Nasdaq, like other organized securities markets, has 
formal company listing requirements, electronic surveillance of trading, real-time dissemination 
of trade reports, order-routing and execution systems and limit-order facilities. 

Who Owns And Runs 
The Nasdaq Stock Market? 

The Nasdaq Stock Market is operated by The Nasdaq Stock Market, Inc., a wholly owned sub- 
sidiary of the National Association of Securities Dealers, Inc. (NASD®). Created in 1939 by 
amendments to the Securities Exchange Act of 1934, the NASD is a securities industry self-reg- 
ulatory o^nization (SRO) that operates subject to the oversi^t of the Securities and 
Exchange Commission (SEC). Today, the NASD membership is comprised of every 
broker/dealer in the U.S. that conducts a public business. 


NASD Corporate Structure 
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The N^aq Stock Market is distinctly separate from the U.S. over-the-counter (OTC) market 
and the OTC Bulletin Board* quotation system, although they are all regulated by the NASD. 
For more than one-half century, the NASD has fulfilled its statutory responsibilities and has 
protected investors through the enforcement of federal securities laws, as well as the broader 
ethical requirements of its own rules, which obligate members to observe high standards 
of commercial honor. 


The Evolution Of Nasdaq 


Nasdaq celebrates 25dr anniversary and Nasdaq Composite” Index hits an 
" all-time l^h of 1316.27. Share volume breaks 500 million shares per day. 

Share volume tc^ 101.2 billion, widi daily share volume 
of 401 million (record set). 

Market value exceeds $1 trillion. 


Nasdaq Composite Index rises above 1,000 for the first time. 


Industry-specific indices, including ones for biotechnology 
and compute companies are for med. 

The Nasdaq SmallCap Market b^ins real-time trade reporting. 


attaiits virtual parity with the NYSE and the American Stock 
Exchange regmding blue-sky regulations.* 

$17.3 million NASD (backup) Operations Center 
opens in Maryland- 

Federal Reserve Board grants Nasdaq National Market automatic 
marginabtlity, sig naling continumg maturityof market. 

Nasdaq volume of 20.7 billion shares sets yeady record. 


The Loirdcm^tock Eitdiaiige adopts new system of dealing 
. based on Nasdaq model. 

The Nasdaq National Madtet is founded with 40 of tte largest companies 
from tl^ Nasdaq market. 


A$12.5 million tq>gtade of the Nasdaq system begins. 


Trading on Nasdaq begins. 


•Woe-iy laws require issuers of securities to register dwit offerings widr dw state before d»ey can be sold to residents. Most 
bW-dty laws inct^ provisions on iiaudulent activities and the licensing of people selling securities. Nasdaq National Market 
securities, subject to higher qualifications standards, are exempt from r^istracion requirements under most states’ blue-sky laws. 
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The Nasdaq Stock Market Today 

In 1996, Nasdaq’s share volume exceeded 138 billion shares and its dollar volume reached 
$33 trillion, gaitts of 381 and 773 percent, respectively, over levels a decade earlier. 

Today, Nasdaq lists more: 

■ companies chan any other stock market in die world, 

m initial public offering^ (IPOs) than any other U.S. stock market, and 

■ non-U.S* companies than the NYSE and AMEX combined. 

Wide Spectrum Of 
Companies List On Nasdaq 

The Nasdaq Stock Market includes many major, well-known companies. U.S. companies 
include: Apple, American Greetinp, Boatmen’s Bancshares, Microsoft, Intel, Amgen, Cisco, 
Nordstrom, Oracle, McCormick, SAFECO, Tyson’s Foods, Sun Microsystems, U.S. 
Healthcare, Netscape ami Northwest Airlines. 

Nasdaq companies covet the whole spectrum of the U.S. economy ftom agriculture, mining, con- 
stnicticwi ami roanufecmring to nan^xxtation, r^il, banking and insurance. The latest ojncentra- 
tion of firms is in dynamic growth sectors, such as in/onnation technologies (software and hardware), 
tel«X)mmunications, plsnnaceuticals, biocechnolc^, finance, banking arai insjraiKe. 


There are 225 stock with a maiket capitalization <rf more dian$l billicai,upfrom82 in 1991. 
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Innovative, Emerging Companies Found On Nasdaq 

The Nasdaq Stock Market is home to hundreds of emerging companies in fast-growth sectors 
like information technologies and biotechnology. 

Amoi^ the many reasons companies have given when explaining why they joined Nasdaq are: 
Market Maker sponsorship; fioorless, modem trading; liquidity; lower listing fees. Nasdaq also 
olfers many services to companies once they join Nasdaq. They are assigned a representative 
who can help them with any questions regarding their listing. A Nasdaq listing arralyst keeps in 
close contact with listing companies to assist them in filing the proper documents and making 
sure they maintain the minimum listing requirements. 

A total of 655 initial public offerings (IPOs) raised $24.1 billion in new capital during 1996 
on Nasdaq. 

Number of Initial Public Offerings By Market, 1989-1996 



Source: (Pre.1993): (DO {n/brnidocn Services, Inc.; (1993 (a presend; Securities DaiaCorp. 
Note: Excludes cbsed^end/unds and (ruse. Firmcommitmentunderwn'ein^onlji. 


International Activity-Setting Records 

Nasdaq lists more foreign-based issues than the New York and the American Stock Exchanges 
combined. In the international arena, Nasdaq continued its stror^ trading pace for American 
Depositary Receipts ( ADRs) and non-U.S.-based securities in 1996. Combined trading for 
ADRs and non-U.S.-based shares on Nasdaq reached a record high in 1996of7.7 billion shares 
and $125.2 billion in dollar volume. This represents a 16.7 percent increase in share volume and 
a 24.7 percent gain in dollar volume firom 1995. 
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Nasdaq’s Growing International Role* 


Ooilar Volume Share Volume 

(Billions) (Billions) 



Dollar Volume Of Equity Trading In Major World Markets, 1996 



Non-U.S.'Based Companies 

Nasdaq is the principal market in the United States for trading shares of non-U.S.-based ^ 
companies. As of December 31, 1996, there were 139 ADR and 279 foreign companies listed 
on Nasdaq. World-class non-U.S. companies listed on Nasdaq include: Reuters Holdings pic, 
WPP Group pic, Carlton Communications pic and Orange pic of the U.K.; Waterford 
Wedgwood pic and CRH pic of Ireland; L.M. Ericsson Telephone (Dompany, AB Volvo and 
Swedish Match AB'^df Sweden; Akzo Nobel N.V., Madge Networks N.V. and Baan Company 
N.V. of the Netherlands; Hollinger Inc., MacMillan Bloedel Limited, BioChem Pharma Inc. of 
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Foreign-Based Companies On Major U.S. Markets, 1994'1996 



Canada: Scitex Corporation Ltd., ECI Telecom Inc., and Teva Pharmaceutical Industries 
Limited of Israel; Nissan Motor Co., Canon Inc., and Fuji Photo Film Co. of Japan; Memtec 
Limited, and Pacific Dunlop Limited of Australia; Banco de Galicia y Buenos Aires S.A. of 
Argentina; Compania Cervecerias Unidas S.A. of Chile; Business Objects S.A., LVMH Moet 
Hennessey Louis Vuitton, and Dassault Systemes S.A. of France; Tramford International Ltd. 
of Hong Kong: and Creative Technology Ltd. of Singapore. 

While all of these large companies meet the financial requirements for listing on the NYSE, they 
have made Nasdaq their market of choice. Nasdaq’s lead in the use of screen-based 
technology and its comf)etitive Market Maker system are the principal reasons why Nasdaq 
is the market for companies of every type and size in every stage of development. 


Distribution Of Holdings Of Nasdaq National 
Market Gammon Stocks, September 1996 


Meaket VtdueOfHoUoigs 



$1^7Lt Baiion 
CUu Soum: eSA %«cniiA 


Shares Hetd 



60£ BtUicR Shares Oxitstandivg 


Oisrindiiiahtiebigscfcffcen, 
dnosn. or Tctaced peiBxu. 
ben^ia^ovnmeflOpatmarmat. 


IruUvidiud and msfitudoruil 
investors ore active partidpants 
in The Nasdaq Stock Moricet. 
Currently, about 1 1 mdiitm 
individiud investors own 
Nasdaq-listed shares directly . 
Millions tnore own Nasdaq 
stocks dtrougfi mutual fund and 
pension plan hoUings. But the 
mix lias shifred in recait years 
toward insdcutional investors, 
as Nasdaq gains recognition as 
a highly efficient, well-regulated 
market. Measured by market 
value, mtitutionsTvyw own 47 
percent of Nasdaq stocks. 
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Nasdaq Performance: 

Growth And Dynamic Companies 

In 1996, Nasdaq celebrated its ZS-year anniversary. Since its inception on February 8, 1971, the 
Nasdaq Composite Index has increased I l-fold, con^>ared to the S&P 500 and die Dow Jones 
Industrial Average (DJIA), which increased respectively 7 and 6 times over the same period. In 
1995, the Nasdaq Composite had its best year since 1991, growing 39.9 percent for the year, 
compared with the S&P 500’s 34.1 percetu and the DJIA’s 33.5 percent. Although 1996 was 
not as impressive, the Composite Index did increase 22.7 percent, while the SSiP 500 increased 
20.3 percent and the DJIA 26 percent. 

The Nasdaq Composite Index is a broad'based, market'value weigjhted index of about 5,575 
companies listed on Nasdaq (more dian 6,300 issues). The Composite Index, although technO' 
l<^ heavy, also has many companies from other sectors. 

The Nasdaq Composite Index is comprised of eight sub-indices: Industrial, Bank, Insurance, 
Other Finance, Transportation, Telecommunications, Biotechnology and Computer. The last 
two indices were created on November 1, 1993. The Telecommunications used to be the 
Utilities Index, but it now contains only telecommunications firms; all other utility companies 
were added to the Industrial Index. 

The Nasdaq Composite Index covets more of the share volume and dollar volume than ocher 
widely followed indices. 


Index 

Issues 

Percent Of Total 

Market Value 

Percent Of Total 




($ Billion) 


Bank 

375 

6.7% 

39.8 

2.7% 

Biotechnology 

121 

2.2% 

52.2 

3.5% 

Computer 

685 

12.3% 

521.1 

34.8% 

Industrial 

3394 

60.9% 

560.5 

37.4% 

Insurance 

103 

1.8% 

281.5 

1.9% 

Odier Finance 

610 

10.9% 

157.1 

10.5% 

Teleccnnmunications 

183 

3.3% 

111.4 

7.4% 

Transportation 

104 

1.9% 

27.3 

1.8% 

Total 

5,575 


1.750.9 
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What’s Different About 
The Nasdaq Trading System? 

As mentioned ^lier, diere are two important features diat distinguish The Nasdaq Sttxdc 
Market horn a tradidbnal exchange: its competing Market Makers and its advanced 
technologies. In an electronic age, it is no loiter necessary for pet^le to meet foce'tO'face in 
a sittgle location to trade securities. Also, coirqjetition in the marketplace benefits the investors, 
and it is aggressive conq>etition amcx^ Nasdaq Market Makers that sets diem ^>art from 
single'exchaunge ^>eciaiists. 

Competing Market Makers 

Each conqxiny that liste its shares on Nasdaq has a number of competing securities firms diat 
make a market in its stock. These Market Makers include many of die largest and best 
capitalized securities firms in die world, including Merrill Lynch, Goldman Sachs, Lehman 
Brothers, Morgan Scmley/Dean Witter, Oppenheimer, Smith Barney, and Paine Webber. 


U.S. federal securities laws, and the rules and reflations of the SEC and the NASD, require 
Market Makers to adhere te ^lecific record>keeping and foianciahre^nsibility standards; 
make continuous two'Sided markets; accept and execute orders up to certain size limits when 
they are at the best price; disseminate firm, twO'Sided quotes; and report transactions for public 
dissemination within 90 seconds of execution. 
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TheUtjuidieyratioisamea’ 
SMC the dottor volume of 
securities associated wiA a 
one petcent price dutnge in 
the securiQ. The hitter the 
ratio, the greater die amount 
of stock that can be traded 
wth little (kange in pri^. 
The hitler the dollar volume 
required, the |p«ater the 
luptidity of the security. 


Data source: Media General Faumdal 
Services, Inc. 


Average Liquidity Liquidity Ratio, December 1996 

(Millions) 



How do Market Makers make markets? These multiple dealers, about 540, aggressively compete 
with one another for investor orders by buying and selling for their own accounts over Nasdaq’s 
electtonic network of terminals, call^ “workstations.” A minimum of two Market Makers is a 
prerequisite for a company listing on Nasdaq. The typical Nasdaq stock has 1 1 Market Makers; 
some of the more actively traded stocks have 40 or more. It is this highly visible, competitive 
interplay of many contenders in the marketplace that determines prices in The Nasdaq Stock 
Market. 


All Market Makers in a security are required to quote “firm” bid and ask prices. The bid is the 
price at which a Market Maker is willing to buy; the ask is the price at which the firm is willing 
to sell. Market Makers stand ready to execute transactions at their displayed prices on Nasdaq for 
the normal unit of trading or for their displayed size limit, whichever is greater. 


Most transactions are automatically reported through a variety of electronic systems. For all 
others, the Market Maker must report within 90 seconds, using a Nasdaq workstation. 

These trade reports are broadcast immediately to market data vendors for dissemination over 
their networks. 


Market Makers provide a sponsorship role by publishing research on the companies they make a 
market in. This increases the level of a company’s exposure to die investment community. 


The Nasdaq Market Maker system provides several advantages to investors and listed companies. 
Among others, it: 

■ is competitive and assures investors that they are getting the best possible price and 
execution. 
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m offers market “depth" because with an average of 1 1 Market Makers in each stock, there 
typicaUy are a number of Market Makers at the best bid or ask price. 

■ provides continuous trading activity, even under the most challenging market conditions, 
without the trading halts common to the single'specialist markets of the exchanges. 

■ furnishes market depth and amtinuous trading that, in turn, provide superior “liquidity” 

(a measure of the dollar volume of trading it takes to move the price of a stock one 
percent). Academic studies have shown that Nasdaq National Market stocks have greater 
liquidity than comparable NYSE issues. 

■ gives companies exposure and visibility. Market Makers’ trading and sales departments reg- 
ularly follow each of the stocks they trade and routinely bring them to the attention of 
investors. In addition, Market Makers’ quotes can be viewed by brokers and investors 
worldwide. There are currently almost 300,000 terminals receiving Nasdaq trading infor- 
mation in more than 55 countries. 

New SEC Order Handling Rules 

Two new rules concerning the handling and execution of individual securities orders were 
recently adopted by the SEC and an>lauded by The Nasdaq Stock Market for giving individual 
investors better information, more control over their orders to buy and sell stock, and enhanced 
access to better prices for the securities they buy and sell. The rules took effect for 50 Nasdaq 
stocks on January 20, 1997, and will continue to be phased in this year. While the SEC Order 
Handling Rules ap^ly to all equity markets in the United States, they will benefit those who 
invest in Nasdaq stocks the most. 

Under the Limit Order Display Rule, a Market Maker that receives a limit order (to buy or sell a 
designated number of shares of a security at a specific price) priced better than its best current 
quote must display the investor’s limit order price and size cm the trading screen as the Best Bid 
or Ask. If a limit order is priced the same as the Market Maker’s quote, the Market Maker must 
reflect the size of the customer’s order in its quote. Previously, investors could place limit orders, 
but they were not routinely displayed in a Market Maker’s quotes; now, the investor’s limit order 
can be seen by the entire market. However, exempt from the rules are: all-or-none orders; orders 
that customers request not be displayed; orders of fewer than 100 shares; and orders of more than 
10,000 shares or more than $20(),000 in market value. 

The ECN Rule is an amendment to the existing Quote Rule that affects Electronic Communica- 
tions Networks (ECNs) and applies to all orders of 100 shares or more. The ECN Rule leveb the 
playing field for individual investors by requirirtg Market Makers to display their best prices pub- 
licly, even orders received on an ECN — a private system generally seen only by financial profes- 
sionab. Nasdaq has integrated certain ECNs into the market, so the price and size of those orders 
are now dbplayed publicly so individual investors can see the best possible price at which Market 
Makers are willing to trade a security. 
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Nasdaq’s Technology 

The Nasdaq Stock Market rr^akes use of the most advanced technology available. In 1996, it 
upgraded three of its most inqxxtant c(»npoi^ts. First, the interface which dealers use to access , 
dre market has been revamped and given a new WirKlows'like look: Nasdaq Workstation II™. 

It allows traders to customize the information they want and need on their computer screens. 
Secondly, the communications lines have been upgraded to 56,000 baud (from 9,600 baud) 
digital links to the central data complexes of Trumbull, CT aruJ Rockville, MD. Finally, the 
mainfiatne used, among ocher things, to enter ar\d execute orders, update quotes and send 
confirmed trades for clearing and settlement, has been upgraded in both our Trumbull and 
Rockville facilities. 

This new technology allows Nasdaq to handle one billion shares per day. Although it is 
sufficient for today's cradirrg of over 600 million shares per day, Nasdaq is already designing the 
requirements for a new system, which will handle two billion shares a day. 

Electronic Trading Services 

The Nasdaq electronic or screen-based trading system makes possible efficient, instantaneous . 
transactions. Here’s how it works: 

When an investor places an order to buy or sell a Nasdaq security at the market (i.e., for the 
current price), his or her broker will route that market order to the firm’s trading room. 

If the firm makes a market in the security, it will normally execute the order internally, as 
principal, at a price equal to or better than the best price being quoted on Nasdaq by ail of the 
competing Market Makers. 

A firm that is not a Market Maker in the security will execute the order with a Market Maker at 
another firm. For small orders, the firm is likely to execute the transaction with a Market Maker 
through an automated execution system. 

Electronic Surveillance 

Electronic trading also facilitates prompt and accurate surveillance. Through a variety of on-line 
and off-line systems, the NASD — the securities industry’s largest self-regulatory organization — 
continually monitors tradiirg in Nasdaq issues. Unusual trading patterns are automatically flagged 
and referred to a Madcet Regulation analyst for review. If improper trading seems apparent, it is 
immediately investigated. As an SRO, the NASD disciplines member firms and their registered 
employees for violating NASD rules or federal securities laws. 

The Nasdaq Stock Market uses a variety of centralized automated systems to analyze trading 
activity on a monthly, weekly, and daily basis. Key among these is the Stock Watch Automated 
Tracking (SWAT™) system. The SWAT system uses state-of-the-art technology to monitor the 
price and volume of every Nasdaq security for abnormal activity. SWAT evaluates each security 
traded on Nasdaq using historical price and volume information, industry trends and publicly 
disseminated news regarding each company. 
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RADAR: Market Regulation’s High Tech Tool 

In November 1996, Market Regulation installed a new system designed to bring a greater num- 
ber of violators to justice. The high-tech, $4.5 million computerized s>«tem, RADAR" 

(Research and Data Analysis Repository") added many new artificial intelligence features to the 
existing maritet surveillance system called StockWatch. 

Used by more than 75 analysts in our Market Regulation Department, RADAR provides instant 
analysis capabilities of trading activity with the aid of pie charts, spreadsheets and line and bar 
graphs. This tool allows analysts to examine trading patterns in a much mote efficient way. 

How Does A Company 
Qiwlify For A Nasdaq Listing? 

Every company listing its shares on a U.S. stock market must register them with the SEC. After 
registering, the company has to provide the SEC with regular reports on its financial condition 
and material corporate developments. U.S. companies file these reports quarterly; non-U.S. 
companies file semi-armually. TTiese reports are available to security analysts and the investing 
public. 

A company that chooses to list on The Nasdaq Stock Market must also meet minimum Nasdaq 
qualifications. 

• Nasdaq has no restrictions for companies that choose to delist, unlike other 
U.S. exchanges. 

Financial Requirements 

The Nasdaq Stock Market has two tiers with separate requirements. 

■ The Nasdaq National Market, which includes more than 4,147 companies. 

• The Nasdaq SmallCap Market with more than 1 ,409 companies. 

The specific requirements for each of these segments are summarized in the accompanying 
charts. 


Corporate Governance Rules 

Nasdaq corporate governance requirements apply to Nasdaq National Market companies. 
Among the most significant are: 

• a minimum of two independent directors on its board 

■ an audit committee with a majority of independent directors 

■ annual shareholder meetings 

■ regular disclosure of material information 
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Summary Of Financial Requirements 
For Initi^ Listing* 

The Nasdaq National Market Listing Requirements 



Entry 

Requirements 
Alternative 1 

Altenrative 2 

Maintenance 

Requirements 

Registtacion tnder Section 12(g) of the Securities 
Exchange Act of 1934 or equivaleni 

Yes 

Yes 

Yes 

Net tangdsle assets' 

$4 million 

$12 million 

$1, 2, or 4 million' 

Net income (in latest fiscal year or 2 of 
last 3 fiscal years) 

$400,000 

N/A 

N/A 

I^etax irKome (in lattst fiscal year or 2 of 
last 3 fiscal years) 

$750,000 

N/A 

N/A 

Public float (Stares)' 

500,000 

1 million 

200,000 

Operatiryg hismcy 

N/A 

3 years 

N/A 

Market value of float 

$3 million 

$15 million 

$1 million 

Minimum bid price per share 

$5 

$3 


Shareholders 

N/A 

N/A 

400* 

'if between 0.5 and 1 million shares publicly held 

800 

400 

N/A 

'if more than 1 million shares publicly held 

400 

400 

N/A 

'if more than 0.5 million shares held arsd average 
daily vt^me in excess of 2,000 shares 

400 

400 

, N/A 

Number of Market Makers 

2 

2 

2 


Net tangible assec means total assets (exchaling goodwill) minus RNal liabilities. 


‘ Continued Nasdaq National Maifcet inclusion tequires net tangible aaets of at least $2 million if the issuer has sustained 
kxMsfromcontinuingoperationsand/ot net losses in two of its three most tecent fiscal yean or $4 million if the issuer has 
sustamed Iosms from continuing operation s ar^or net losses in dvee of its lour most recent facal years. Regardless of the 
fbiegoing, the ismer must have at least $1 million in net tangible assets. 

' Public Boat is de&ned as shams dtat are rax Iteld directly or indirectly by any officer or director of the issuer aial by any 
person who is the beneficial owner of more chan 10 percent of the rotal shares outstanding . . ..” 

' In die alternative, the nsuer must have $3 million in market value of public float and $4 million in net tangible awcts. 

' OrWshaieholdefsofroundlots. 

* Please rwce chat standa r d s will be replaced widt new ones in 1997. Visit our Web site at «Miiw.nasdaq.coin far a 
cony ai ison of the current and ptopoied luting 
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The Nasdaq SmallCap Market Listing Requirements 



Entry 

Requirements 

Maintenance 

Requirements 

Total assets 

$4 milUcm 

$2 million 

Total stockholders’ equity 

$2 million 

$1 million 

Registration under Section 12(g) of 
the Securities Exchange Act of 1934 
or equivalent' 

Yes 

Yes 

Public float (shares)^ 

KW.OOO 

100,000 

Market value of public float' 

$l million 

$200,000 

Shareholders 

300 

300 

Minimum bid price per share' 

$3 

$!*• 

Number of Market Makers' 

2 

2 


' This requirement becomes effective IZOdaysafferan ittitial public offering. 

' Public float is defined as shares that are not “held directly or indirectly by any officer or director of the issuer at>d 
by any peisott who is the ber>eAcial owner of more than 10 percent of the total shares outstat^ding...." 

' A deficiency in the maintcnaiKe criteria for market value of public float. Market Makers, ai«l bid price will be 
determined if the issuer fiiib any of these tequirements for 10 consecutive days, if dilute of any of dte lO-day test 
occurs, the issuer will be notified promptly ard will be given 30 calendar days to comply with the market -maker 
criteria and 90 calertdar days to comply with the bid price or market value of public fk)at requirements. 


Issuers that fail to meet the $1 minimum bid price continue to qualify if they maintain $1 million market value 
of public float and $2 million in capital and surplus. 
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Nasdaq Contacts 

For more information on Nasdaq, please contact: 

Cameron Brown (202) 728-8379 

Associate Director, Media Services 

Reid Walker (202) 728-8243 

Associate Director, Media Relations 

The Nasdaq Stock Market 
1735 K Street, NW 
Washington, DC 20006- 15(X) 

Tel: (202) 728-8884 
Fax: (202) 728-6993 


Ellen Hipschman Taverner 

Vice President, International Marketing 

Nasdaq International, Ltd. 

Durrant House 
8/13 C2hiswell Street 
London ECIY 4XY 

United Kingdom 
Tel: (44-171)374-6969 
Fax: (44-171)374-4488 

For daily market data, please contact: 

Tucker Echols 
Tom Holloman 

Tei: (800) 777-6273 (toU-free in the U.S.) 
Tel: (202) 728-8884 


Internet Sites 

The Nasdaq Stock Market’s Internet Web site can be viewed at: fittp.7/u'U'Ui.ru«daq.com. The site 
has hypertext links to virtually every Nadaq-listed company that has a home page of its own, more 
than 2,5(X} in all. The site also features 15-minute delayed quotes and real-time Nasdaq stock index 
values. Recent features include mutual fund quotes, news from Reuters, PR newswire and business 
wire. We will be adding portfolio management in the first quarter of 1997- The Nasdaq Web site is 
one of the most popular financial sites on the Web, with more than 4 million hits per day. 

The Nasdaq site uses the following Internet technology: 

■ Microsoft BackOffice™ technology and Internet Information Server™ 

■ MCI’s high-speed Internet MCI service 

■ Cisco Systems’ latest 1000 series high-speed Internet Routers 

■ Intel architecture-based Pentium processor servers 

In August 1996, NASD Regulation announced the launch of its home page on the World Wide 
Web: hap j/ivww.nasdr.com. The site, which investors around the world can access free of charge, 
contains an overview of NASD Regulation, information on investing wisely, an explanation of 
how and where customers can file complaints, a description of NASD Regulation’s public disclo- 
sure program for investors to check out their brokers, and press releases on disciplinary actions and 
other matters issued by the organization. The site also enables investors to directly file complaints 
on-line with NASD Regulation, and in the future will allow investors to obtain disciplinary infor- 
mation about brokers. 
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NASD, The Nasdaq Stock Market, And 
NASD Regulation Leadership 

Frank Z»A 

Chairman, President and Chief E xe cutive Officer, 

National Assodatian of Securities Dealers, Inc. 

Frank G. Zarb became President and Chief Executive Officer of the National Association of 
Securities Dealers, Inc., on February 24, 1997. Previously, he was Chairman, Chief Executive 
Officer, and President of Alexander & Alexander Services Inc., from June 1994 through 
January 1997. 

Mr. Zarb was a Vice Chairman and Group Chief Executive of The Travelers Inc. He had previ- 
ously served as Chairman and Chief Btecutive Officer of Smith Barney, Travelers’ brokerage and 
investment bankirtg subsidiary, which he joined in 1988. He was named Group Chief Executive 
on June 24, 1993. Mr. Zarb was elected a Vice Chairman of The Travelers Inc. (formerly 
Primerica Corporation) on September 25, 1991. Before joining Smith Barney, Mr. Zarb had 
been a senior partner of Lazard Freres & Co. since 1978. 

From 1974 through 1977, Mr. Zarb was the senior official for all U.S. government energy-related 
activities, serving as Executive Director of the Cabinet-level Energy Resources Council, 
Administrator of the Federal Energy Administration, and Assistant to the President for Ene^ 
Affairs. Prior to these appointments, he had been Associate Director of the Office of 
Management and Budget from 1973 to 1974 and served as Assistant Secretary of Labor between 
1971 ar\d 1972. He has served in various assignments for the Ford, Carter, Reagan, Bush, and 
Clinton administrations. 

Before entering public service, Mr. Zarb acquired considerable experience in the securities 
industry, where he began his career with Goodbody and Co. in 1962. He later served in various 
capacities for predecessor firms to Shearson Lehman Bros., as Executive Vice President of mar- 
keting, operations, and investment banking as well as Chairman of the Executive Committee. 

Mr. Zarb, who earned his bachelor’s arul master’s degrees in business from Hofrtra University, 
was awarded an hcmorary Doctor of Law degree by the university in 1975, and the schools 
Outstanding Scholar Award in 1974. In 1976, Quincy College conferred on him an honorary 
Doctor of Conservation degree. 

Richard G. Ketchum 

Executive Vice President and Chirf Operating O^er, 

Notional Association of Securities Dealers, Inc. 

Rick Ketchum joined the National Association of Securities Dealers, Inc., in 1991 as its 
Executive Vice President of Legal, Regulatory, and Market Policy. In 1993, he was named 
Chief Operating Officer. 

Previously, Mr. Ketchum was Director of the Divisitxi of Market Regulation at the SEC. He had 
been with the SEC from 1977 until he joined the staff at the NASD. From 1975 to 1977, Mr. 
Ketchum was associated with the New York law firm Milbank, Tweed, Hadley and McCloy. 



Mr. Ketchum is a graduate of Tufts University and holds aJ.D. degree from New York University 
School of Law. 


Alfred R. Berkeley, 111 

President, The Nasdaq Stock Market, Inc. 

Al Berkeley became President of The Nasdaq Stock Market, Inc., in June 1996. He is the first 
president since the National Association of Securities Dealers restructured to make The 
Nasdaq Stock Market an independent subsidiary. 

For the last five years, Mr. Berkeley served as Managiitg Director and Senior Banker of the 
Corporate Finance Department of Alex. Brown &. Sons in Baltimore. From 1989 to 1991, he 
took a leave of absence from Alex. Brown to serve on the executive committee of Safeguard 
Scientifics and as Chairman of a number of its subsidiaries. Mr. Berkeley first joined Alex. 
Brown in 1972 and held various positions, becomirtg a general partner of the firm in 1983. 

Mr. Berkeley graduated from the University of Virginia, then earned his M.B.A. from The 
Wharton School at the University of Pennsylvania. He served as a major in the United States 
Air Force from 1968 to 1972. 

Mary L. Schapiro 

President, NASD Regulation, Inc. 

Mary L. Schapiro is the first president of NASD Regulation, Inc., the recently formed sub- 
sidiary of the National Association of Securities Dealers, Inc. She assumed this position in 
February 1996. 

In 1994, Ms. Schapiro was appointed by President Clinton as Chairman of the Commodity 
Futures Trading Commission (CFTC), a post she held until she joined NASD Regulation^”. 
Prior to that, she was a Commissioner of the SEC beginning in 1988, and served as its Acting 
Chairman in 1993. Additionally, Ms. Schapiro was General Counsel and Senior Vice President 
of the Futures Industry Association. She began her career with the CFTC in 1980 as a trial 
attorney, and later served as counsel and Executive Assistant to the Chairman. 

Ms. Schapiro is a graduate of Franklin and Marshall College and earned her J.D. degree from 
the National Law Center of George Washington University. 
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exhibit # r 

Nisdaii’s board is C9cpec«£d to vot? 
on whether to drop 3,400 stocks from 
the ore Bulletin Board, in a bid to dis* 
fanm* its^ frwn some of Wall Street’s 
smallest and most q)eculative Anns. 

<Artid«anP«9eCi> 

the wall STKEET journal TUESDAY. DBCEMBBR 9. 1997 


Nasdaq, in Newest Clean-Up Plan, 
Might Remove 3,400 OTC Stocks 


SMALL STOCK 
FOCUS 


By Deborah Lohse 

Staff Rpporfffr o/TiiR Wai.i. Strkrt Journal 

Trying to disUnce itself from some of 
Wall Street's smallest and most specula- 
tive emnpanies. the Nasdaq Stock Mar- 
ket's parent board is expected to vote on 
whether to make about 3,400 stocks no 
longer eligible to trade on the market's 
lowest rung. 

The rung, known as the OTC Bulletin' 
Board, is essentially an electronic-trading 
forum run by Nasdaq where brokers and 
dealers can get up-to^late quotes, trading 
data, and a list of market makers in 
roughly 6.800 Bulletin Board securities. 

But stocks on the board aren't listed on 
the Nasdaq market itself, which can be a 
touchy issue, since Nasdaq's name is often 
linked to them. That is true even though 
the companies that list on the board either 
can't meet listing standards at markets 
like Nasdaq, or they don't want to file 


financial statements with the Securities 
and Exchange Commission . These unlisted 
issues include foreign securities known as 
American depositary receipts, and small 
regional companies, such as banks that 
don't seek much stock trading. 

The latest proposal is part of a long 
struggle for Nasdaq to shake off an image 
of being a forum rife with small-stock 
scams. In recent ye^ especially, Nasdaq 
has gained credibility by beefing up trad- 
ing rules and standards for companies that 
trade in its top-tier National Market, home 
to such giants as Microsoft and Intel, or its 
second-tier SmallCap Market. But since 
April, Frank Zarb. chairman of the Na- 
tional Association of Securities Dealers, 
Nasdaq's parent, has been trying to find a 
way to clean'up the loosely regulated OTC 
Bulletin Board, which Is run by Nasdaq but 
which has almost no standards for tlie 
companies that list there. 

Now, board members of Nasdaq's par- 
ent organization are expected to tenta- 
tively approve a proposal to kidc compa- 
nies off the OTC Bulletin Board if they 
don't tile financial statements to SEC, 
banking or insurance re^lators, accord- 
ing to people familiar with the proposal. 
NASD officials said that it is their policy 
not to discuss proposals before the board 
meets. Board members are also expected 
to discuss prohibiting brokerage firms 
from quoting prices for OTC Bulletin Board 
stocks if the brokers don't have current, 
reliable financial information on a com- 
pany. 

Also, every broker that recommends a 
bulletin board stock to a client would have 
to review detailed financial statements of 
the company before doing so. Finally, the 
proposal would also require every investor 
to get a disclosure statement that would 
spell out the difference between the bulle- 
tin board and other maricets, in terms of 
liquidity (or ease of trading), standai^, 
and market-maker obligations, according 
to people familiar with the proposal. If the 
NASD board approves the proposal Thurs- 
day. it will be put out for comment by 
Ptease Turn to Page C9. Column 2 


Oontimied Prom Page Cl 
members. But these actions won’t rid the 
marketplace of companies that fail to file 
publicly available financial statements, 
people familiar with the proposal say. Any 
of the companies that fails to meet the 
raised standards of the bulletin board 
would be able to trade on the Pink Sheets, a 
less autwnated system that is owned by the 
National (Quotation Bureau, which isn’t af- 
filiated with Nasdaq. Standards for the 
Pink Sheets aren’t expected to be affected 
by this proposal. 

Thus, investors in these speculative 
stocks likely would find it more difficult to 
buy and sell them. OTC Bulletin Board 
stocks are a little more convenient to trade , 
because Nasdaq provides space on its trad- 
ing workstations for bulletin-board stock 
quoting. Investors in the Pink Sheets must 
get most of their information, and trade, 
over the phone. 

(Currently, stocks can trade on either 
the OTC Bulletin Board or the Pink Sheets 
as long as one market maker “vouches” 
that the company has current financial 
statements. Maricet makers do this by fil- 
ing a 15C2-I1 form. Because all market 
makers are NASD members, the NASD has 
responsibility for ensuring that market 
makers are abiding by that rule. 

Securities regulators have expressed 
alarm that unscrupulous promoters, bro- 
kers and traders have Uken advantage of 
the loosely regulated marketplace to foist 
worthless stocks on unwitting investors. 
Securities regulators have brought a 
steady stream of stock-manipulation and 
conspiracy cases to stem such abuses, 
which are considered easier to pull off on 
the bulletin board because of its thin trad- 
ing volume and relative obscurity. 
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Secorities industry 




small stocks 


No. 2 market seeking 
to distance itself from 
tiny, high-risk issues 

OTC Bulletin Board 

Evicted little guys 
could find a home 
on the Pink Sheets 


FROU STAFF AND WIRE REPORTS 

The group that runs the 
Nasdaq stock market is con- 
sidering whether to remove 
some 3,400 small-company 
stocks ftom special over-the- 
counter listings as the na- 
tion’s second largest stock 
market tries to distance it- 
self from tiny, speculative 
stocks. 

Stock fraud frequently in- 
volves low-priced shares of 
such high-risk stocks, some- 


times called “penny stocks," 
that are thinly traded and 
loosely regulated. 

Two Nasdaq sources said 
yesterday that the board of 
the National Association of 
Securities Dealers — 
Nasdaq’s parent organiza- 
tion — will vote on the pro- 
posal to eliminate about 
3,400 stocks from the OTC 
Bulletin Board, an electronic 
market of about 6,800 securi- 
ties. 

’The sources, speaking on 
condition of anonymity, said 
the board will vote on the 
proposal tomorrow. 

’The stocks that would be 
dropped also include many 
special shares of foreign 
companies. 

Market analysts said such 
stocks could still be listed on 
the so-called P*ink Sheets, a 
less automated system not 
affiliated with Nasdaq — but 
would be more difficult to 
trade. 

It is unclear which Mary- 
land [See Nasdaq, Sc] 
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